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'MONEY WILL NOT MANAGE ITSELF” 
Money as the means of payment and as the common measure of value of our 

economic activity has long played a strategic role in the economy. But the 

functions of money have not always been performed as well as they should have 

been. Experience has taught us that the size of the flow of money payments has 

an important bearing on whether we have good times or bad times, progress or 

stagnation. In order that the important role of money in the economy may be 

fulfilled more effectively, attempts have been made to develop a system which 

will provide not only a convenient and uniform medium of exchange but a flow 

of money payments relative to the flow of goods that will help maintain stability 

at high levels of production and employment. 

The statement that “money will not manage it¬ 

self” was made by Walter Bagehot, a noted 

English writer, about three-fourths of a century 

ago. That the statement is correct has been 

demonstrated by experience. In the early days, 

our money supply included a great variety of 

currency and coins in circulation, differing both 

in size and appearance, and in value. Financial 

crises were often accompanied by a general 

suspension of payments by the banks. Initially, 

the problem was inability to convert bank notes 

into coins; later it was that of converting bank 

deposits into currency. Wide fluctuations in busi¬ 

ness activity and prices emphasized the need 

for a mechanism that would better adjust the 

supply of money—currency and deposits—to the 

supply of goods available for exchange. 

These and other defects revealed by exper¬ 

ience convinced the public that banking differed 

from other types of business and that regula¬ 

tory legislation was needed to have it operate 

in the public interest. Laws were passed to 

establish a uniform currency. Banks were re¬ 

quired by law to maintain certain minimum 

reserves, at first against their notes and later 

against deposits, to prevent the suspension of 

payments which often resulted from an over¬ 

issue of notes and an over-expansion of bank 

deposits. The Federal Reserve System was estab¬ 

lished not only to provide an elastic currency, 

but to set up a central mechanism which could 

adjust the supply of money to the supply of 

goods so that the monetary system, by providing 

too much or too little money, would not con¬ 

tribute to the wide swings in employment and 

business activity. 

That money will not manage itself in the best 

interests of the economy has been demonstrated 

with practically all kinds of money and in many 

countries. In the days when gold and silver 

coins were the principal medium of exchange, 

the supply of money depended more upon the 

discovery and exhaustion of gold and silver 

mines than upon the needs of trade. Moreover, 

many abuses developed, such as debasing the 

coinage, “clipping” and counterfeiting. The de¬ 

velopment of bank notes and deposits as the 

chief components of the money supply added to 

the evidence that money will not manage itself. 

Although the study is limited to some of the 

major problems which emerged in this country 

and the attempts to deal with them, these prob¬ 

lems are not peculiar to the United States. The 
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same or similar problems have plagued other 

countries over long periods of time. 

This study deals briefly with three major de¬ 

fects experience revealed in the operation of 

our money system—the lack of uniformity 

among the various kinds of money, inability of 

holders of bank notes and deposits at times to 

get payment on demand, and the tendency for 

the total amount of money to fluctuate in such 

a way that it contributed to rather than allevi¬ 

ated swings in production, employment, and 

income. It also analyzes some of the attempts 

which have been made to remedy these defects. 

LACK OF A UNIFORM CURRENCY 

One of the requirements of an efficient money 

system is a generally acceptable, uniform cur¬ 

rency which obviates the delay, expense, and in¬ 

convenience of using a great variety of coins 

and paper money circulating at different values. 

This condition was not met during a major part 

of the history of this country. In Colonial days 

the medium of exchange consisted mainly of 

paper bills of credit issued by the Colonies and 

some foreign coins. Over-issue of paper cur¬ 

rency, depreciation and default were common. 

With the development of banking, about the 

beginning of the nineteenth century, notes is¬ 

sued by the banks became the major part of 

the currency. Except for the periods 1791 to 

1811 and 1816 to 1836, when the First and 

Second Banks of the United States were in opera¬ 

tion, the bulk of the currency in circulation 

prior to the Civil War consisted of notes issued 

by state-chartered banks. The number of state 

banks increased from less than 100 in 1811 to 

about 1,600 in 1861. 

The growth in the number of banks was ac¬ 

companied by an increase in the number and 

variety of note issues. In some states, bank-note 

issues were not regulated and in the others regu¬ 

lation varied greatly. These state bank notes 

were printed on a variety of paper, they differed 

in size, and circulated at different values. It has 

been estimated that in 1861, the 1,600 banks in 

34 states were issuing altogether about 10,000 

kinds of notes. Some of these notes were good 

and circulated at par. Some were redeemable 

in coin at the issuing bank but because of 

slow transportation and the problem involved 

in presenting them, circulated at a discount a few 

miles away. Some were heavily over-issued and 

circulated at a large discount; others became 

worthless. The great variety of state bank-note 

issues led to widespread counterfeiting, compli¬ 

cating the currency situation still further. The 

outbreak of the Civil War brought a flood of 

“greenbacks” in the North and Confederate 

paper money in the southern states. 

The chaotic currency situation imposed a 

heavy burden on trade and business. It has been 

estimated that as a result of bank failures prior 

to the Civil War holders of state bank notes lost 

as much as $100 million. The attitude of the 

people toward bank-note issues in this period is 

reflected in the names given them, such as 

“wildcats,” “red dogs,” and “stumptails.” 

STEPS TOWARD REFORM 

The need for establishing a stable and uniform 

currency was very great. A first step in this 

direction was taken with the passage of the 

National Banking Act in 1863. All national 

banks had to meet uniform regulations. They had 

to back their note issues by Government bonds, 

limit the total amount issued to their paid-in 

capital, and maintain a fund of lawful money 

in the Treasury for their redemption. The re¬ 

sult was a safe and uniform national bank note 

issue, but it did not solve the problem of lack 
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of uniformity among the other forms of cur¬ 

rency. Another step toward complete uniformity 

was taken in 1865 when a law was passed placing 

a 10 per cent tax on state bank notes. This made 

it unprofitable for state banks to issue notes 

and this form of currency passed out of exis¬ 

tence. 

After 1865, all types of currency were under 

Federal control and regulation; however, there 

continued to be several different kinds of cur¬ 

rency in circulation. United States notes or 

“greenbacks” became the basic currency for 

several years following the Civil War but usually 

circulated at a discount relative to gold. Parity 

was restored in 1879, however, when the Treas¬ 

ury begah to redeem “greenbacks” in gold. 

Silver certificates, gold certificates and Treasury 

notes of 1890 were other types of currency which 

made their appearance. 

The principle of uniformity was firmly estab¬ 

lished in 1900. The Gold Standard Act not only 

placed the United States on the gold standard 

but also declared it to be the duty of the Secre¬ 

tary of the Treasury to maintain all forms of 

money at parity with gold and with one another. 

This solved the problem of uniformity despite 

the fact that different kinds of currency con¬ 

tinued in circulation. Today we still have more 

than one kind of currency in circulation, the 

bulk of it being Federal Reserve notes issued by 

the Federal Reserve Banks, but all kinds are 

uniform in size, general appearance, and value. 

CONVERTIBILITY OF NOTES AND DEPOSITS 

The problem 

An early defect of the banking system was the 

inability of banks all too frequently to redeem 

theif notes in coin and later to pay their de¬ 

positors cash on demand. The problem appeared 

first with respect to bank notes, which exceeded 

bank deposits in volume until just before the Civil 

War. The difficulties holders experienced in ex¬ 

changing bank notes for coin stemmed from 

two different types of situations. One arose from 

the physical problem of actually presenting the 

notes to the issuing bank where they were pay¬ 

able. It was cumbersome and expensive for a 

holder who lived many miles from the issuing 

bank to mail the notes to the bank and have 

the coin shipped back. As a result, bank notes 

often remained in circulation for a considerable 

period and circulated at a discount in distant 

places. The very fact that bank notes were not 

returned promptly for payment removed an im¬ 

portant restraint and aggravated the problem 

of over-expansion. 

A more serious problem, however, was that 

banks were unable to pay when notes were pre¬ 

sented. This happened both for individual banks 

and the banking system. It was to be expected 

that incompetent and inexperienced manage¬ 

ments would get some banks—as well as any 

other business—into difficulty. Some manage¬ 

ments made so many loans and issued so many 

notes that they were unable to convert their 

notes into specie on demand. But this was only 

a part of the problem. There were periods when 

all of the banks were forced to suspend specie 

payments. Periods of economic expansion and 

speculation were usually accompanied by an 

over-expansion in bank loans and note issues. 

The failure or inability of some banks to pay 

their notes on demand tended to undermine 

confidence in other banks. Once started, fear 

tended to spread, resulting in a general run 

of noteholders on the banks. Since a larger 

amount of coins could not be made available 

promptly, banks in general were soon forced 

to suspend the redemption of their notes until 

the fear subsided. 
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Before the Civil War, banks began making 

advances to borrowers by crediting their de¬ 

posit accounts instead of by issuing them notes. 

Bank deposits, or checking accounts, grew rapid¬ 

ly and in the latter part of the century, deposits 

became the major part of the money supply. The 

problem of convertibility shifted from bank 

notes to deposits. Again this was a difficulty of 

both the individual bank and the banking system. 

Over-expansion and unwise management some¬ 

times resulted in individual banks being unable 

to get enough currency to meet the demands of 

their depositors, even though banks in general 

were experiencing no difficulty. The more serious 

problem, however, was that in certain periods— 

usually resulting from an excessive expansion 

of loans and deposits—there was a general 

breakdown of ability to convert deposits into 

cash. This was the same old money panic in a 

new form—a scramble to convert deposits into 

cash instead of bank notes into coin. This prob¬ 

lem could not be solved by a bank getting cur¬ 

rency from some other bank. It required a larger 

supply of currency so that banks in general 

would be able to meet the enlarged withdrawals 

by depositors. The solution called for a currency 

which would expand and contract in response 

to changes in the public’s demand for cash. 

Steps were soon taken to make bank notes and 

deposits convertible on demand. In 1824 the 

Suffolk Bank of Boston agreed to redeem the 

notes of outlying banks at par if they would 

maintain balances with it for that purpose. This 

plan functioned successfully for many years, 

and the notes of New England banks generally 

circulated at par or face value. In 1829, New 

York passed the Safety Fund Act which required 

each bank to contribute a certain amount to a 

guarantee fund to be used in meeting the li¬ 

abilities of banks that failed. The fund con¬ 

tinued in existence for many years, and in a 

sense was a forerunner of the Federal Deposit 

Insurance Corporation, established in 1933. In 

1838, New York State passed the Free Banking 

Act. This law enabled banks to be chartered 

without a special act of the legislature pro¬ 

vided they met certain requirements, one of 

which was the deposit of specified types of secur¬ 

ities with the state comptroller which could be 

sold to redeem notes in case a bank failed. It 

permitted “free” entry into banking, but regula¬ 

tions were imposed to make note issues safe. 

Legal reserves 

Today, it is generally recognized that the 

primary purpose of requiring commercial banks 

to keep a certain percentage reserve against their 

deposits is to enable the monetary authorities 

to exercise some control over the total quantity 

of money. In the early part of the last century, 

however, legal reserve requirements were intro¬ 

duced as a means of making bank notes, and 

later deposits, safe and always payable on de¬ 

mand. It appeared quite logical that if banks 

were unable to redeem their notes on demand, the 

remedy was to require them to keep a certain 

reserve of coin on hand for that purpose. Then 

too a minimum reserve requirement might help 

to prevent the over-issue of bank notes. 

Enactment of reserve legislation was stimu¬ 

lated by the panic of 1837 which resulted in 

many bank failures and large losses to note¬ 

holders. In 1838, New York passed a law re¬ 

quiring its banks to maintain a reserve in coin 

equal to at least 1214 per cent of outstanding 

notes. This was one of the first laws requiring 

privately owned, chartered banks to maintain a 

specific reserve back of note issues. It marked 

the beginning of a long line of legislation by the 

states setting up legal reserve requirements. 
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Louisiana passed a law in 1842 requiring banks 

to maintain a reserve equal to 33V3 per cent 

of “cash responsibilities.” This had the effect of 

including deposits but without specifically nam¬ 

ing them. The first specific mention of a required 

reserve against deposits was in the Massachusetts 

law of 1858. This act required banks to main¬ 

tain a reserve in specie equal to 15 per cent of 

their aggregate liability for notes and deposits. 

Except for Louisiana and Massachusetts, how¬ 

ever, banks prior to 1858 were required by law 

to maintain minimum reserves against bank 

notes only. 

Notes issued by country banks tended to ac¬ 

cumulate in the cities through the normal course 

of trade. «For this reason, country banks began 

keeping deposits in banks in key cities for the 

redemption of their notes. Banks in key or “re¬ 

demption” cities thus came to hold increasing 

amounts of out-of-town bank balances left with 

them for redemption purposes. Originally, legal 

reserves included only specie in the bank’s own 

vaults, but country banks particularly protested 

that their balances in the city banks should 

count as a part of their specie reserve because 

most of their notes were redeemed in these “re¬ 

demption” cities instead of over their own coun¬ 

ters. As a result of these protests the composi¬ 

tion of legal reserves was broadened to include 

deposits in other banks, and the principle of 

redemption cities began to be recognized in 

reserve legislation. In Massachusetts, banks were 

permitted to count balances in other banks as 

a part of their specie reserve although the state’s 

banking commissioners were strongly opposed. 

The National Banking Act was passed orig¬ 

inally in 1863 but was almost completely revised 

in 1864. Reserve requirements applied to both 

bank notes and deposits until 1874, when the 

law was amended to exclude notes. The act in¬ 

corporated the principle of “redemption cities,” 

and banks were classified into three groups for 

reserve purposes according to their location. 

Banks in central reserve cities were to maintain 

reserves of 25 per cent in lawful money held in 

their own vaults; banks in reserve cities were 

to maintain reserves of 25 per cent, one-half in 

the form of cash in their own vaults, and one- 

half might be deposited in national banks in 

central reserve cities; and all other—the so- 

called country—banks were to maintain reserves 

of 15 per cent, two-fifths in their own vaults, 

and three-fifths might be deposited in national 

banks in reserve and central reserve cities. 

In the 50-year interval from the passage of 

the National Banking Act to the Federal Re¬ 

serve Act, 40 states passed legislation establish¬ 

ing or making major revisions in bank reserve 

requirements. Certain innovations in this legisla¬ 

tion are worthy of mention. An important one 

was the distinction made between time and de¬ 

mand deposits. The New Hampshire Act of 

1874 was the first to definitely distinguish be¬ 

tween demand and savings deposits and pre¬ 

scribe a different reserve ratio for each—15 per 

cent against demand deposits and 5 per cent 

against savings deposits. Prior to the passage of 

the Federal Reserve Act, 11 states had made 

this distinction and fixed lower requirements 

against savings deposits. 

Another important innovation was the estab¬ 

lishment of a higher reserve requirement for 

banks acting as reserve agents than for other 

banks. In 1889 the state of Nebraska passed a 

law which required banks acting as reserve 

agents to hold a 20 per cent reserve against de¬ 

mand deposits as compared to a 15 per cent 

reserve against demand deposits of other banks. 

A similar distinction was made in laws enacted 

in Wisconsin in 1903, Rhode Island in 1908, 
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Nevada and South Dakota in 1909, and Colorado 

in 1913. This legislation is noteworthy in the 

evolution of reserve requirements in that it 

placed a higher requirement against deposits 

of banks acting as reserve agents instead of 

against deposits of all banks in “redemption” 

cities. It achieved through classification accord¬ 

ing to character of business what had been at¬ 

tempted through classification according to mere 

location. None of them, however, required 

higher reserves against bank-deposits than 

against other deposits. 

In 1913, the Federal Reserve System was 

established and one of the purposes was to pre¬ 

vent the money panics which had characterized 

financial crises in this country. Two provisions 

particularly were designed to solve this problem. 

Federal Reserve notes, against which the Fed¬ 

eral Reserve Banks were required to maintain 

a gold reserve of at least 40 per cent and col¬ 

lateral of eligible short-term commercial paper 

of 100 per cent, were expected to be elastic— 

to expand and contract as needed. A second pro¬ 

vision mobilized the legal reserves of member 

banks in the Federal Reserve Banks and per¬ 

mitted the banks to obtain additional funds by 

discounting eligible commercial paper. A few 

years later the Act was amended to permit mem¬ 

ber banks to borrow on their own notes secured 

by eligible paper or Government securities. Thus 

the Federal Reserve System was designed to 

supply an elastic currency—one which would 

expand and contract in response to changes in 

the public’s demand for cash—and to give mem¬ 

ber banks access to centralized reserves in time 

of need. 

These provisions were inadequate, however, 

to assure full convertibility of deposits into cash 

in the severe depression of the early thirties. It 

was not possible to expand the issue of Federal 

Reserve notes sufficiently to meet the wave of 

withdrawals by depositors because of a limited 

supply of eligible commercial paper. Runs on 

the banks increased during the depression when 

member banks held a relatively small quantity 

of eligible paper. To meet this difficulty, the act 

was amended so that Government securities could 

also be used as collateral against Federal Re¬ 

serve notes. Because of an inadequate amount of 

eligible paper and Government securities some 

member banks were unable to obtain additional 

funds from the Federal Reserve Banks by dis¬ 

counting or borrowing. To correct this defect, 

the act was amended so that banks could borrow 

on their own notes secured by any sound asset, 

but the rate of interest must be at least V2 of 

1 per cent higher than if secured by eligible 

commercial paper or Government securities. 

ECONOMIC INSTABILITY 

Wide swings in the purchasing power of 

money (prices), employment, and the total vol¬ 

ume of business activity have long been an im¬ 

portant problem affecting our economic well¬ 

being. To be sure, booms and depressions are 

not a monetary problem alone; nevertheless, 

changes in the total money demand for goods 

and services relative to the total supply avail¬ 

able for purchase have always been a signifi¬ 

cant factor. Changes in total money demand may 

arise either from a change in the amount of 

money people have to spend, how rapidly they 

spend it, or both. Experience demonstrates that 

too much money relative to goods generates 

rising prices and inflation, while too little con¬ 

tributes to deficient demand, declining produc¬ 

tion and employment, falling prices, and depres¬ 

sion. Consequently, some method of keeping the 

money supply and total money demand in bal- 
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ance with the total supply of goods and services 

is a significant part of any program to smooth 

out these wide swings in production, employment, 

and prices. 

Changes in purchasing power of the dollar 

Although the holders of money have usually 

been able to “convert" or exchange their money 

for goods, the “basket" of goods their dollar 

would buy has varied widely and each change 

brought a redistribution of income which worked 

a hardship on some groups. The chart shows 

wholesale prices from 1808 to 1953. The fact 

which stands out most clearly is the price peaks 

which accompany wars. Fluctuations in the pur¬ 

chasing power of the dollar are not limited to 

war periods, however. 

From 1808 to 1814. in part because of the 

War of 1812, the amount of goods a dollar 

would buy dropped 39 per cent. From 1815 

to 1834, prices dropped sharply and the purchas¬ 

ing power of the dollar nearly doubled. The 

Civil War, which was financed partly by the 

issuance of paper money, brought another sharp 

rise in prices, and the amount of goods that a 

dollar would buy dropped 54 per cent. Follow¬ 

ing the Civil War, prices dropped and the buy¬ 

ing power of the dollar nearly doubled by 1879. 

World War I brought another sharp decrease in 

the buying power of the dollar, but during the 

depressions of 1921-1922 and of the early thirties 

the value of the dollar increased substantially. 

Again, during and following World War II, 

prices rose sharply and the buying power of the 

dollar declined. 

Some of the more important changes in the 

purchasing power of money are given in the 

accompanying table. If data were available for 

this period it would undoubtedly show varia¬ 

tions also in production, employment, and 

income. 

CHANGES IN THE PURCHASING POWER OF THE 

DOLLAR—SELECTED PERIODS, 1808-1951* 

Period 
Per cent 
change Period 

Per cent 
change 

1808-1814 — 39 1897-1910 -34 
1815-1834 + 85 1915-1920 -55 
1840-1843 + 15 1921-1922 + 60 
1861-1865 -54 1929-1932 + 47 
1866-1879 + 98 1940-1951 -56 

■"Based on wholesale price index, yearly data, Bureau of 
Labor Statistics. 

Why instability? 

Why have the purchasing power of the dollar 

and the volume of business activity been so un¬ 

stable? A short, simple answer is not possible; 

but the various forces work through the flow of 

spending in relation to the flow of goods. If 

the money flow expands, demand increases and 
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the tendency is to increase production and the 

flow of goods available for purchase. But as full 

employment is reached production cannot in¬ 

crease, prices rise, and a dollar buys less. Con¬ 

versely, if the money flow becomes too small in 

relation to the flow of goods, prices fall and 

the dollar buys more. If money is to have a 

stable value and contribute to economic stabil¬ 

ity, one requirement is that the money flow and 

the goods flow be kept in proper relation to 

each other. The flow of goods is determined 

basically by the amount and quality of produc¬ 

tive resources and the use millions of inde¬ 

pendent producers decide to make of them in 

view of market conditions. The flow of money 

represents the combined effects of the volume 

of money in the hands of the public and how 

rapidly it is spent. 

Inherent instability of money supply 

In the operation of the banking system there has 

been an inherent tendency for the total money 

supply to fluctuate widely. The price-cost-profit 

mechanism which tends to adjust the supply of 

a single commodity to market demand for it 

does not work successfully in the case of money. 

If the producers of any commodity expand out¬ 

put too much the price will fall, profits will de¬ 

crease, and lower profits or losses will force 

them to curtail production. On the other hand, 

if the production of any commodity is low in 

relation to demand, the price will rise, profits 

will increase, and the above-average profit is 

an incentive to increase production. The price- 

cost-profit mechanism acts as a governor tend¬ 

ing to regulate the supply of a single commodity 

in accordance with the amount demanded by the 

people. 

The profit and loss mechanism does not pre¬ 

vent So effectively excessive expansion and con¬ 

traction in the money supply. Banks, as other 

private businesses, are in business to make a 

profit, and their chief source of income is from 

loans and investments. The incentive, therefore, 

is to keep loans and investments at the highest 

level consistent with safety. The demand for 

bank credit depends largely on the dollar volume 

of business activity. A rise in business activity 

means that more money is needed to finance 

the enlarged volume of payments. The need for 

more credit is likely to result in an expansion 

in bank loans and a corresponding rise in de¬ 

posits and the money supply. The increase in 

deposits gives the borrowers more money to 

spend, and the total demand for goods and serv¬ 

ices expands. As long as there are unused re¬ 

sources, the enlarged demand tends to increase 

the total production of goods and services. But 

the expansion process does not check itself when 

full employment is reached; instead, an increase 

in demand tends to raise prices. Either a larger 

physical volume of business or a rise in prices 

results in a larger dollar volume of business. 

Thus more credit is needed to carry on this 

enlarged money volume, and the demand for 

bank credit tends to rise still further, each 

increase tending to generate another. As bank 

credit expands it does not become unprofitable 

to make additional loans and investments. The 

only inherent restraining force is that the banker 

may screen his loans more carefully as the ex¬ 

pansion continues and his reserves become low. 

The tendency, therefore, is for expansion to 

continue unless checked by some external force. 

A contraction in the money supply also tends 

to be cumulative. Borrowers usually pay off their 

loans and corporations retire their securities by 

writing checks on their deposit accounts. A gen¬ 

eral repayment of loans and securities, therefore, 
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results in a decrease in both total deposits and 

total loans and investments. Thus a decline in 

business activity is usually accompanied by a 

decrease in the total volume of bank loans and 

investments and the money supply. Less money 

available for buying tends to decrease the de¬ 

mand for goods and services, resulting in a 

further decrease in business activity. Each de¬ 

crease, whether in the volume of business ac¬ 

tivity or in the money supply, tends to generate 

a further decrease. As excess reserves pile up 

in the banks there is an added incentive to 

expand loans and investments through more 

liberal credit terms. Such efforts, however, are 

not likely to be sufficient so long as business 

firms find it unprofitable to borrow. 

Despite the fact that the supply of money has 

an important influence on prices, production, 

and employment, there was no central agency 

before the Federal Reserve System which could 

exert any influence over total deposit expan¬ 

sion and contraction. Periods of expansion were 

accompanied by an increase in bank loans and 

the money supply, and usually by a rise in prices. 

Once a boom was halted, business activity sel¬ 

dom flattened out at a high level; instead there 

followed a period of contraction—in production, 

employment, prices, and bank credit. Although 

not the only factor affecting money demand, 

an excessive expansion and contraction of bank 

credit and the money supply contributed to these 

wide fluctuations in prices and the volume of 

business activity. 

DEVELOPMENT OF CENTRAL BANKING 

Recapitulating, experience has revealed three im¬ 

portant problems with respect to the function¬ 

ing of our monetary system. 

1. Mainly because of too many issuing 

agencies the currency consisted of a great 

variety of notes, differing in size and 

value. 

2. Bank-note holders and depositors suffered 

heavy losses and inconvenience during 

those periods when they were unable to 

redeem their notes or convert their de¬ 

posits into cash. 

3. The purchasing power of a dollar fluc¬ 

tuated widely and the flow of money all 

too frequently has been such that it has 

intensified instead of mitigated business 

fluctuations. 

State and national legislation prior to the 

Federal. Reserve Act of 1913 remedied some of 

the major defects. The different types of cur¬ 

rency were made uniform in size, and all types 

of currency and coin were maintained at parity 

with one another. Financial crises, however, 

often were accompanied by a temporary sus¬ 

pension of payments by the banks and little 

progress had been made in smoothing out busi¬ 

ness fluctuations and in stabilizing the purchas¬ 

ing power of money. 

The panic of 1907 convinced the people that 

further action was necessary. A National Mone¬ 

tary Commission was appointed in 1908 to make 

a thorough study of our monetary and banking 

system and to make recommendations for rem¬ 

edying the defects which were revealed. In 1913 

an Act was passed establishing the Federal Re¬ 

serve System. There was a general move during 

the first part of this century to establish central 

banks, and today practically all of the major 

countries have one. The primary function which 

has been given these institutions is to “manage” 

the total money supply in the interest of main¬ 

taining general economic stability. It represents 

a widespread recognition of the statement made 

long ago that “money will not manage itself.” 

The Federal Reserve System was established. 
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in the words of the preamble, “to furnish an 

elastic currency, to afford means of rediscounting 

commercial paper, to establish a more effective 

supervision of banking in the United States, 

and for other purposes.” A currency which 

would expand and contract in response to the 

demand for cash and a method whereby mem¬ 

ber banks could obtain additional cash when 

needed were expected to assure the converti¬ 

bility of bank deposits into cash at all times. 

This aspect of System operations and the amend¬ 

ments to the act which became necessarv in the 

severe depression of the early thirties, have 

been explained above. 

It was also intended that the Federal Re¬ 

serve System should deal with the broader prob¬ 

lem of helping stabilize business activity. One 

type of evidence of this broader purpose is 

that Federal Reserve authorities were given 

certain tools for influencing the volume of mem¬ 

ber bank reserves and the money supply. Another 

type of evidence is statements made when the 

bill establishing the Federal Reserve System 

was being considered. These statements, being 

couched in the language of that period, empha¬ 

size mainly the prevention of “excessive ex¬ 

pansion” of currency and credit, financial 

“stringency,” and “panics.” The prevention of 

excessive expansion and inflation and financial 

stringency is an important part of any program 

for achieving economic stability. 

One of the best statements of the broader ob¬ 

jectives the Federal Reserve System was ex¬ 

pected to accomplish was that of Senator Robert 

L. Owen, Chairman of the Senate Committee on 

Banking and Currency. He stated: “Senate bill 

number 2639 is intended to establish an aux¬ 

iliary system of banking, upon principles well 

understood and approved by the banking com¬ 

munity, in its broad essentials, and which, it is 

confidently believed, will tend to stabilize com¬ 

merce and finance, to prevent future panics, and 

place the nation upon an era of enduring pros¬ 

perity(Senate Document No. 117, 63rd Con¬ 

gress, First Session, p. 1. Italics supplied.) 

Another statement which was included in a 

report on the bill adopted at a conference at¬ 

tended by members of the Currency Commis¬ 

sion of the American Bankers Association, the 

presidents of forty-seven state bankers’ associa¬ 

tions, and representatives of the 191 clearing 

houses indicates the opinion of bankers. The 

report states: “we recognize the imperative ne¬ 

cessity of incorporating into the banking and 

currency system of this country those proven 

principles which will provide the most ample 

credit facilities with greatest safety and a cur¬ 

rency based on gold which automatically adjusts 

its volume to trade requirements, in order that 

the highest stability may be attained for our 

commerce, thereby assuring continuity of em¬ 

ployment for the laborer and favorable markets 

for the producer—the fundamental basis of 

general prosperity. . . .” (Senate Document No. 

232, 63rd Congress, First Session, p. 5. Italics 

supplied.) 

Thus it is clear that one of the objectives was 

the achievement of greater economic stability. 

This was one of the major tasks of the Federal 

Reserve System. The methods by which stabil¬ 

ity could best be accomplished and the guides 

that should be followed in determining its ac¬ 

tions, have not always been so clear. They 

have been influenced, naturally, both by knowl¬ 

edge gained from experience and the great 

development in our general knowledge and 

understanding of the business cycle since 1913. 
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QUEST FOR STABILITY 
The Congress, in the Employment Act of 1946, has committed the Federal Gov¬ 

ernment to the use of all practicable means to maintain economic stability at 

maximum employment. A Congressional committee, reporting under this act, 
recently stated that monetary, credit, and fiscal policies should be employed as 

the primary method of achieving this objective9 and placed full responsibility 

for monetary policy on the Federal Reserve System. How to translate such 

broad, general objectives into more specific guides which will be useful in 

adapting programs to the needs of specific situations has always been a major 

problem confronting Federal Reserve authorities. 

An understanding of the objectives of Federal Reserve policies — their im¬ 

portance as guides to action, how changing conditions influence specific objec- 

tives, how desirable objectives may be in conflict — by fostering a better spirit 

of public cooperation, can contribute significantly to the effective functioning 

ordinate all of its activities toward achiev¬ 

ing stability at maximum employment and 

that other Governmental units and private 

enterprise were to cooperate and assist. 

2. That the methods used shall be such as 

will foster and promote free competitive 

enterprise. 

The Joint Committee on the Economic Re¬ 

port was established in the act to make studies, 

reports, and recommendations to further the 

policies of the Employment Act. Two subcom¬ 

mittees appointed by this committee have made 

intensive and comprehensive studies of mone¬ 

tary and fiscal policies. The first of these sub¬ 

committees, of which Senator Douglas was chair¬ 

man, was appointed in the summer of 1949 and 

submitted its report in January 1950. The sec¬ 

ond subcommittee, of which Representative Pat¬ 

man was chairman, was appointed in the spring 

of 1951 to make an intensive study of general 

credit control and debt management, and sub¬ 

mitted its report in the summer of 1952. Both 

subcommittees recommended: . . not only 

of the Federal Reserve System. 

In the Employment Act of 1946, Congress set 

up the ultimate objective of economic stability 

in the following terms: 

“. . . it is the continuing policy and re¬ 

sponsibility of the Federal Government to 

use all practicable means consistent with 

its needs and obligations and other essen¬ 

tial considerations of national policy with 

the assistance and cooperation of industry, 

agriculture, labor, and state and local gov¬ 

ernments, to coordinate and utilize all its 

plans, functions, and resources for the pur¬ 

pose of creating and maintaining, in a 

manner calculated to foster and promote 

free competitive enterprise and the general 

welfare, conditions under which there will 

be afforded useful employment opportuni¬ 

ties, including self-employment, for those 

able, willing, and seeking to work, and to 

promote maximum employment, production, 

and purchasing power” (Italics supplied.) 

In this act, Congress indicated clearly: 

1. That the Federal Government is to co¬ 
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that appropriate, vigorous, and coordinated 

monetary, credit, and fiscal policies be employed 

to promote the purposes of the Employment Act, 

but also that such policies constitute the Govern¬ 

ment’s primary and principal method of promot¬ 

ing those purposes.” (Italics supplied.) 

With respect to the role of monetary 

policy, the Douglas subcommittee recommended: 

. . that an appropriate, flexible, and vigorous 

monetary policy, employed in coordination with 

fiscal and other policies, should be one of the 

principal methods used to achieve the purposes 

of the employment act . . . that the primary 

power and responsibility for regulating the sup¬ 

ply, availability, and cost of credit in general 

shall be vested in the duly constituted authori¬ 

ties of the Federal Reserve System. . . (Italics 

supplied.) 

The Patman subcommittee, after making an 

intensive study and taking into account the 

policies and changes which had occurred in the 

intervening two years, stated that it saw no 

reason to alter the recommendation of the pre¬ 

vious subcommittee “that an appropriate, flex¬ 

ible, and vigorous monetary policy, employed in 

coordination with fiscal and other policies, 

should be one of the principal methods used to 

achieve the purposes of the Employment Act.” 

It is clear that the Federal Reserve System, 

which has the primary responsibility for mone¬ 

tary policy, is expected to play a major role 

in efforts to achieve the declared objective of 

maintaining economic stability at high levels 

of production and employment. It is one thing 

to say, however, that the Federal Reserve System 

should use its powers to promote general eco¬ 

nomic stability at high levels of employment, 

but it is quite another to formulate a program 

of actions which will accomplish this broad 

objective. For example, should the System give 

primary attention to the quality or the quantity 

of credit, to price stability, or general business 

stability? The nature and importance of select¬ 

ing the proper intermediate goals can best be 

made clear perhaps by the light of experience. 

EVOLUTION OF OBJECTIVES 

The original Federal Reserve Act itself did not 

offer much guidance with respect to objectives 

and policy matters. It stated only that the dis¬ 

count rate should be fixed “with a view of ac¬ 

commodating commerce and business.” It was 

no doubt wise that Congress was not too specific 

on these points because when the act was passed 

they could not possibly foresee the tremendous 

economic upheavals which were soon to follow, 

such as two world wars and a severe depression. 

Had Congress attempted to write specific guides 

into the act, flexibility would have been curbed 

and the Federal Reserve System handicapped 

in adapting its policies and actions to the needs 

of situations which could not have been fore¬ 

seen. 

In its first Annual Report (1914), the Fed¬ 

eral Reserve Board revealed a twofold objective. 

First, the Federal Reserve System should see 

that business could obtain credit at reasonable 

rates. When commerce, industry, or agriculture 

are “burdened unduly with excessive interest 

charges, it will be the clear and imperative duty 

of the Reserve Board acting through the dis¬ 

count rate and open market powers, to secure 

a wider diffusion of credit facilities at reason¬ 

able rates.” 

Second, the System should attempt to anti¬ 

cipate emergencies and protect business from 

the harmful effects of an excessive expansion 

or contraction of credit. “Its duty plainly is not 

to await emergencies but, by anticipation, to 
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do what it can to prevent them . . . Only then 

will it constantly carry the promise of being able 

to protect business against the harmful stimulus 

and consequences of ill-advised expansions of 

credit on the one hand, or against the menace of 

unnatural restrictions and unnecessary contrac¬ 

tions, on the other, with exorbitant rates of 

interest and artificial stringencies.” This was 

expressing the concept of stability in the lang¬ 

uage of that period. Maintaining stable business 

conditions has been a basic objective underlying 

Federal Reserve policy from the very beginning. 

The gold standard and the Federal Reserve 

Banks reserve ratios were sometimes mentioned 

as guides in adjusting the amount of credit to 

the needs of trade. Some favored varying the 

volume of Federal Reserve credit with changes 

in the gold reserve—an inflow of gold resulting 

in an expansion of credit, and an outflow in a 

contraction. Changes in the gold reserve and 

the reserve ratio, however, have not been im¬ 

portant guides to credit policy. Ordinarily ac¬ 

tions have been taken on some other basis. 

Accommodation of business 

Accommodation of business was one of the major 

considerations in early Federal Reserve policy 

decisions. In 1914, the Federal Reserve Board 

stated that the more complete adaptation of the 

credit mechanism to the needs of business and 

agriculture should be the constant aim of a 

Reserve Bank’s management. As a step in this 

direction, the System tried to bring about a 

wider diffusion of credit facilities at reasonable 

rates of interest. 

The objective of meeting the credit needs of 

business at a reasonable cost was reflected in 

the Board’s policies after World War I. Removal 

of wartime restrictions released strong infla¬ 

tionary pressures, and the Board was confronted 

with an excessive expansion of credit. It recog¬ 

nized the need for checking credit expansion, but 

wanted to avoid the danger of precipitating a 

strong deflationary movement. The discount rate 

was the chief tool employed at that time, but 

the pressure of demand relative to the available 

supply of goods was so strong that a moderate 

rise in interest rates was not expected to be 

very effective in restricting the demand for 

credit. A sharp increase, on the other hand, 

would be in conflict with the objective of mak¬ 

ing credit always available to meet the needs 

of business at reasonable rates. 

The Board soon found that, under existing 

inflationary conditions, accommodating business 

at moderate rates was inconsistent with the goal 

of preventing excessive credit expansion. In an 

effort to resolve this conflict in objectives, the 

Board recommended that it be given authority to 

establish a maximum line of credit for each 

member bank according to some uniform rule. 

Member banks obtaining credit from the Fed¬ 

eral Reserve in excess of this basic amount should 

be charged graduated rates ascending as the 

amount of borrowing exceeded the normal line 

established. The Board thought this method would 

make it possible to “reduce excessive borrow¬ 

ings of member banks and to induce them to 

hold their own large borrowers in check with¬ 

out raising the basic rate.” In 1920, the Federal 

Reserve Act was amended permitting the Re¬ 

serve Banks, with the approval of the Board, 

to establish graduated rates of discount. Grad¬ 

uated rates, except on loans against Government 

securities, were established by the Federal Re¬ 

serve Banks in Kansas City, Dallas, St. Louis, 

and Atlanta but were soon abandoned. If the 

Federal Reserve was to discourage or prevent 

excessive credit expansion and contraction, in- 
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terest rates could not be held at some arbitrary 

or “reasonable” level. Thus, one of the early 

guides to System credit policies was soon proved 

to be inadequate and ineffective. 

Proper use of credit 

In the early twenties, emphasis shifted to the 

quality of credit as the primary guide for Fed¬ 

eral Reserve credit policy; in fact the real-bills 

doctrine was a basic part of the philosophy 

underlying the Federal Reserve Act, member 

banks originally being permitted to obtain credit 

from the Reserve Banks only on the basis of 

eligible short-term commercial paper. Excessive 

credit expansion or contraction could be 

avoided, it was thought, by limiting its use to 

so-called legitimate business purposes, i.e., to 

short-term commercial paper originating in pro¬ 

duction and trade. The act, in defining eligible 

paper, stated that it “shall not include notes, 

drafts, or bills covering merely investments or 

issued or drawn for the purpose of carrying or 

trading in stocks, bonds, or other investment 

securities, except bonds and notes of the Govern¬ 

ment of the United States.” 

In the Annual Report of 1923, the Board 

analyzed the problem of credit policy in con¬ 

siderable detail. The report pointed out that the 

administration of Federal Reserve credit re¬ 

quired decisions both as to the quality and the 

quantity of credit. Although it was stated that 

both should serve as guides to credit policy, 

the proper quality of credit was regarded as the 

essence of the problem. Actually, the quantity 

of credit was not a determinant of policy until 

over a decade later. 

The Board interpreted the qualitative stand¬ 

ard as follows: “A characteristic of the good 

functioning of the economic system is to be 

found in the smooth unobstructed movement of 

goods from the producer through the channels 

of distribution to their several ultimate uses. 

. . . So long as this flow is not interrupted by 

speculative interference there is little likelihood 

of the abuse of credit supplied by the Federal 

reserve banks and consequently little danger 

of the undue creation of new credit. . . . But 

when the effect of the credit used is to impede 

or delay the forward movement of goods from 

producer to consumer, unless such delay is made 

necessary by some unavoidable cause, e.g., the 

interruption of transportation facilities, credit is 

not productively used. The withholding of goods 

from sale when there is a market or the accumu¬ 

lation of goods for an anticipated rise of price 

is not a productive use.” 

Drawing together the threads of thought ex¬ 

pressed in this statement and in the act, the 

productive use of credit was interpreted to in¬ 

clude financing the production of goods and their 

normal flow through the channels of distribution 

to the consumer. Productive use of credit did 

not include financing (1) investment or specula¬ 

tion in securities or (2) withholding goods from 

the market or accumulation of inventories in 

anticipation of a price rise. 

What about the quantity of credit? How could 

Federal Reserve authorities tell whether too 

much or too little credit was being extended? 

Actually, the problem was regarded as one of 

quality, not quantity. If the quality of credit 

could be maintained, the volume would pretty 

largely take care of itself. This point was well 

stated by the Board in the following terms: “The 

volume of credit will seldom be at variance 

with the volume of credit needs as they are re¬ 

flected in the demands of productive industry 

as long as (1) the volume of trade, production, 

and employment, and (2) the volume of con- 
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sumption are in equilibrium. ... It is the non¬ 

productive use of credit that breeds unwarranted 

increase in the volume of credit; it also gives 

rise to unnecessary maladjustment between the 

volume of production and the volume of con¬ 

sumption, and is followed by price and other 

economic disturbances.” 

So much for the principles established. How 

did these guides to credit policy work out in 

practice? The test was not long in coming. In 

1925, business demand for credit was relatively 

small and funds began to flow in volume to the 

money centers, where they were used to make 

loans to purchase or carry securities. The ex¬ 

pansion of credit for speculative purposes in the 

late twenties became of increasing concern to 

Federal Reserve officials. The Board stated that 

it “neither assumes the right nor has it any 

disposition to set itself up as an arbiter of secur¬ 

ity speculation or values.” The use of credit for 

speculative purposes was opposed, however, be¬ 

cause it induced general over-expansion and in¬ 

flation, but absorbed credit and raised interest 

rates to the detriment of business and agriculture. 

The tests set up for maintaining the appro¬ 

priate quality of credit were difficult to carry 

out in practice. Two types of administrative 

problems were encountered. First, it was diffi¬ 

cult to determine the use made of Federal Re¬ 

serve credit. Second, it was impossible to restrict 

credit for improper uses without making it 

scarcer and more expensive for business pur¬ 

poses also. 

The Board soon realized the difficulties in¬ 

volved in limiting the use of Federal Reserve 

credit to productive purposes. Member banks 

borrowed or discounted commercial paper to 

make up deficiencies in their reserve accounts. 

Deficiencies occurred as the result of a variety 

of operations, some adding to and others sub¬ 

tracting from reserve balances. A deficiency in 

the reserve account could not be identified with 

any specific transaction. It was not possible, 

therefore, to control the use member banks made 

of Reserve Bank credit by turning down certain 

applications for loans or discounts. 

The problem of determining the use to which 

member banks put Reserve Bank credit led the 

Board to draw a distinction between banking 

policy and credit policy. Banking policy had to 

do with the influence the System exerted over 

loans and investments of individual member 

banks. In granting credit, the Reserve Banks 

needed to look beyond the mere fact that member 

banks were required to offer eligible paper. They 

should be assured, in addition, that further 

credit could be granted safely and reasonably, 

and with due regard to the claims of other mem¬ 

ber banks. The objective of banking policy was 

to promote the soundness of the individual bank. 

In pursuit of this objective, the Board sent a 

letter to the Reserve Banks asking them not to 

permit the use of credit for speculative purposes. 

Credit policy, on the other hand, was imper¬ 

sonal and was directed toward influencing the 

total volume and cost of credit. 

Both banking and credit policy were directed 

toward checking the use of credit for specula¬ 

tion. They were not effective, however, as funds 

continued to flow into the securities market 

from both bank and nonbank sources. 

The difficulties encountered by the Federal 

Reserve in attempting to prevent an excessive 

use of credit for speculation led to remedial leg¬ 

islation in 1933 and 1935. To prevent an inflow 

of funds from nonbank sources, member banks 

were forbidden to act as agents of corporations 

and individuals in making loans on securities. 
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To prevent an excessive use of credit for specula¬ 

tion in securities, the Federal Reserve Board 

was given authority to fix margin requirements 

on security loans. The Board was also given 

the power to direct any member bank which was 

making too many loans for speculative purposes 

to refrain from increasing its loans on securities. 

Experience in the late twenties greatly under¬ 

mined confidence in the so-called commercial- 

loan theory—that limiting credit to short-term 

commercial paper would automatically result in 

the appropriate quantity of credit. First, it was 

not administratively feasible—limiting the ex¬ 

tension of Federal Reserve Bank credit to com¬ 

mercial paper did not result in a corresponding 

restriction on the use member banks made of the 

additional funds. Second, changing conditions 

required changes in methods of financing. The 

growing importance of plant and equipment ex¬ 

penditures, for example, was reflected in a de¬ 

mand for longer-term credit. The tendency was 

for banks to grant longer-term loans and to pur¬ 

chase or make loans on corporate securities. 

The amount of eligible short-term commercial 

paper was decreasing despite a growth in the 

total volume of business and the total demand 

for credit. A third weakness was that limiting 

the quantity of credit to the needs of business 

did not prevent excessive expansion or contrac¬ 

tion. The war and post-World War I boom was 

built on commercial paper credit, and the short¬ 

age of commercial paper in the early thirties 

intensified the depression by limiting the access 

of member banks to Federal Reserve credit. Once 

full production is reached, the rise in the de¬ 

mand for credit is not automatically checked; 

instead, prices may rise, resulting in a larger 

dollar volume of business and enlarging further 

the demand for credit. This process of rising 

prices and expanding credit—always for business 

purposes—may continue until there is a dis¬ 

astrous inflationary boom. The opposite may 

occur on the downswing. Limiting the use of 

credit to purposes evidenced by short-term com¬ 

mercial paper is not an effective method of 

preventing either excessive expansion or con¬ 

traction. 

In fact, it was the shortage of eligible com¬ 

mercial paper in the early thirties which unduly 

restricted the access of member banks to Fed¬ 

eral Reserve credit and led to the final abandon¬ 

ment of this objective of Federal Reserve policy. 

In order that member banks in sound condition 

could get additional currency and reserves as 

needed, the Federal Reserve Act was amended, 

making United States Government securities 

eligible as collateral for the issue of Federal 

Reserve notes. In addition, Federal Reserve 

Banks were authorized to lend to member banks 

on any assets the Reserve Bank considered sat¬ 

isfactory. This provision of the Banking Act 

of 1935 marked the final abandonment of the 

commercial-loan theory as a major guide, and 

marked a significant step toward the substitution 

of judgment for rules in the formulation of 

policy. 

General business stability 

Conceptions and rules, such as the accommoda¬ 

tion of business, the reserve ratio and the com¬ 

mercial-loan theory, were envisioned not as ulti¬ 

mate goals but as means of promoting a healthy 

economic system. As experience, however, 

proved them inadequate or false, attention was 

directed to prices, production, employment, the 

money supply, the quantity of credit, the secur¬ 

ities market, and all other pertinent data which 

registered the status of our economic and fi¬ 

nancial health. With the help of such guides, 
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decisions were made as to the type of Federal 

Reserve action needed to achieve stability. 

In the early years of the System, the problem 

of achieving stability was envisaged primarily 

as one of checking booms. In 1921, looking 

forward to the return of prosperity, the Board 

stated: “. . . if the flow of the incoming tide can 

be controlled so that the crest may not be reached 

too rapidly or rise too high, the subsequent re¬ 

action will be less severe . . .” The policy to be 

followed during depression was the removal of 

restraints—not a positive program to stimulate 

credit expansion and recovery. 

Gradually, however, the achievement of stabil¬ 

ity came to be visualized as requiring action not 

only to check booms but also to promote re¬ 

covery from depression. In 1924 some of the 

Federal Reserve authorities favored action to 

try to lift business out of the recession of that 

year. Stimulating recovery did not become an 

important objective of Federal Reserve policy, 

however, until the severe depression in the early 

thirties. Since that time, a program for achiev¬ 

ing general business stability has included action 

both to prevent inflation and to promote recovery 

from depression. 

Periodically, the proposal is advanced that 

the System should contribute to economic sta¬ 

bility by adopting a stable price level as the 

guide to policy. The Board, in its 1923 analysis 

of guides to Federal Reserve policy, raised 

several objections against this proposal. In the 

first place, price fluctuations result from a va¬ 

riety of causes, some of which are beyond the 

reach of Federal Reserve policy, with the re¬ 

sult that the System's efforts to achieve this goal 

would be foredoomed to failure. Second, price 

movements are too late to serve as an effective 

guide. They are merely the end results of a 

series of market changes which have already 

taken place. They record an accomplished fact. 

Third, there is the technical difficulty of select¬ 

ing the proper price index—retail, wholesale, 

or consumer prices. Since price movements 

usually differ somewhat, the stabilization of one 

price index would not mean stabilization of the 

others. 

In rejecting price stability, the Board pointed 

out that no statistical mechanism alone, no mat¬ 

ter how well contrived, could furnish an ade¬ 

quate guide to Federal Reserve credit adminis¬ 

tration. “In its ultimate analysis, credit admin¬ 

istration is not a matter of mechanical rules, 

but is and must be a matter of judgment—of 

judgment concerning each specific credit situa¬ 

tion at the particular moment of time when it 

has arisen or is developing.” Moreover, in arriv¬ 

ing at decisions on credit policy, guidance should 

be sought not from any single index such as the 

price level, but from a variety of basic economic 

data which reflect the general business and 

credit situation. Statistical information cannot 

be a substitute for judgment, but it does furnish 

an indispensable factual basis for judgment and 

the development of credit policy. 

In 1937, the Board expressed its position in 

a statement to Congress on the objectives of 

monetary and credit policy. Again the Board 

rejected a stable price level as the major goal 

of policy, and stated that it was “in full agree¬ 

ment with the ultimate objective of the proposals 

to promote economic stability, which means the 

maintenance of as full employment of labor and 

of the productive capacity of the country as 

can he continuously sustained.” Thus, Federal 

Reserve authorities moved toward the broader 

objective of general economic stability with a 

variety of business and financial data serving 
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as guides in making decisions as to what action 

should be taken. 

How was the goal to be achieved? The Board 

recognized that monetary policy alone could 

not accomplish the goal of maintaining eco¬ 

nomic stability. The attainment of the objective 

would require the cooperation of other agencies 

of the Government also. The Federal Reserve 

System, however, could make a major contribu¬ 

tion through its influence both on the flow of 

money and on the soundness of banking con¬ 

ditions. 

Orderly market for government securities 

A new intermediate objective, which later was 

to become of major significance, emerged in 

1937 in connection with open market operations. 

On April 4, the Federal Open Market Commit¬ 

tee announced that “With a view (1) to exerting 

its influence toward orderly conditions in the 

money market and (2) to facilitating the order¬ 

ly adjustment of member banks to the increased 

reserve requirements,” the Federal Reserve Sys¬ 

tem was prepared to make open market purchases 

of U. S. Government securities in such amounts 

and at such times as might be desirable. The 

goal of attempting to maintain orderly condi¬ 

tions in the Government securities market was 

justified on two grounds. First, the Government 

bond market had become a much more impor¬ 

tant segment of the money market, and banks 

in financial centers particularly were using their 

Government bond portfolios to adjust their cash 

position. Second, the increasing importance of 

bonds as bank investments and the tendency for 

prices of long-term bonds to fluctuate more wide¬ 

ly made the maintenance of stability in the bond 

market a matter of concern in banking admin¬ 

istration. 

The objective of maintaining an orderly 

market for Government securities was explained 

more fully in 1939. The purpose was to protect 

the market from “violent fluctuations of a spec¬ 

ulative, or panicky nature” such as that caused 

by the outbreak of hostilities in Europe. It was 

not, however, to “assure any given level of 

prices or yields for Government securities” nor 

to prevent “an orderly rise or fall in United 

States bond prices in response to changes in 

underlying conditions, as expressed in interest 

rates . . .” Neither was there any intention of 

trying to preserve any profits member banks 

might have in Governments, nor to protect them 

against losses. It was believed that an orderly 

market in Government securities would help 

steady the entire capital market and contribute 

toward further economic recovery. It would 

also tend to safeguard Government security port¬ 

folios which were of growing importance to 

member banks from “unnecessarily wide and 

violent fluctuations in price.” 

In 1942, the Federal Reserve System went 

beyond the objective of merely maintaining an 

orderly market for Government securities. The 

Federal Reserve and the Treasury agreed that 

a pattern of interest rates on Government securi¬ 

ties—ranging from 3/s per cent on Treasury bills 

to 2V2 per cent on long-term bonds—should be 

maintained to avoid the difficulties involved in 

financing heavy war expenditures at rising in¬ 

terest rates. The objective of preventing infla¬ 

tion was subordinated to that of financing na¬ 

tional defense during the war period. 

Th is policy proved to be strongly inflationary, 

however. In the first place, all maturities of 

Government securities became equally liquid. 

Both long- and short-term issues could readily 

be converted into cash. Under these circum¬ 

stances, holders found it to their advantage to 

sell low-yielding, short-term issues and use the 
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proceeds to buy the higher-yielding, long-term 

securities. This “playing of the pattern of rates” 

forced the Federal Reserve System to buy large 

quantities of short-term issues to prevent the 

rate from rising. Second, the strong private de¬ 

mand for credit in the post-war period gave 

lenders the opportunity to shift from Govern¬ 

ment securities into higher-yielding loans and 

corporate securities. As a result, the System 

found it necessary at times to purchase sub¬ 

stantial quantities of long-term Government 

bonds to prevent the rate from rising, i.e., the 

price from falling. 

Despite its inflationary implications, the Fed¬ 

eral Reserve System chose to continue to follow 

the objective of supporting the prices of Govern¬ 

ment securities in the post-war period in prefer¬ 

ence to the dangers of a disorderly market. As 

Government securities settled in firmer hands 

and as inflationary pressures mounted, the prob¬ 

lem of checking inflation became of increasing 

concern to Federal Reserve authorities. The Fed¬ 

eral Reserve favored a policy of letting the rates 

on short-term Government securities rise. Higher 

short-term rates would discourage the shifting 

from short- to long-term issues and would give 

the System more flexibility in its open-market 

operations because it could sell short-term issues 

to offset some of its purchases of long-term 

bonds. 

In mid-1947, short-term rates were permitted 

to rise; first, the rate on Treasury bills and then 

the rate on Treasury certificates. Although the 

rise in short-term rates proved to be helpful, the 

substantial purchases required at times in sup¬ 

porting the price of long-term Government 

securities added to bank reserves and continued 

to feed the fires of inflation. 

The strong inflationary pressures generated 

by the outbreak of hostilities in Korea removed 

all doubt as to the primary nature of the prob¬ 

lem facing the System; it was inflation, not de¬ 

flation. This led to a series of events culminating 

in the abandonment of the support policy in the 

spring of 1951. The System, however, continued 

to follow its objective of maintaining an orderly 

market for Government securities. Recently, 

there has been another shift of emphasis—the 

System adopting the policy that open-market 

operations should be used for “correcting a dis¬ 

orderly situation in the Government securities 

market,” instead of maintaining an orderly 

market as formerly. It was felt that the latter 

policy might result in actions at times which 

would be in conflict with the over-all goal of 

helping to maintain economic stability. 

INTERRELATION OF OBJECTIVES 

In pursuing its basic and continuing objective of 

economic stability at high levels of production 

and employment, the Federal Reserve System 

has found it necessary to set up intermediate 

objectives or guides in formulating programs of 

action appropriate to specific situations. At first, 

as we have seen, System objectives were more 

narrowly conceived and the tendency was to be 

guided by some “rule of thumb,” such as ac¬ 

commodating business at a reasonable cost or 

limiting credit to productive uses. As exper¬ 

ience revealed the scope and complexity of the 

problems, these mechanical rules were aban¬ 

doned in favor of judgment based on all avail¬ 

able information on financial and business 

conditions. Specific objectives and guides were 

set up in terms of the needs of a given situa¬ 

tion—the total quantity of credit in relation to 

the available supply of goods, an excessive flow 

of credit into certain uses, maintaining a stable 

level of prices, or maintaining a stable market 

for Government securities. A complicating fac- 
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tor, however, is that specific objectives which 

seem desirable in terms of the ultimate goal of 

Federal Reserve policy may infringe upon each 

other or may even be in direct conflict. 

The problem of conflicting objectives 

Specific objectives may come into conflict either 

in war or peace. War financing always poses a 

dilemma. One objective of Federal Reserve pol¬ 

icy, of course, must be to assist the Treasury 

in raising the money needed to finance the war. 

Another is to prevent inflation. If the Treasury 

could siphon off enough current income through 

taxation and borrowing from the public to pay 

the costs of war, the creation of new money could 

be avoided. To the extent these sources of fi¬ 

nancing are inadequate, however, the remainder 

must be obtained from the banking system—re¬ 

sulting in an expansion of bank credit and the 

money supply. If continued, the flow of money 

payments becomes excessive in relation to the 

flow of goods, and prices tend to rise. Direct 

controls may be used to hold down prices dur¬ 

ing a war, but if so the problem of inflation is 

only postponed to the post-war period when con¬ 

trols are removed. Then the release of pent-up 

purchasing power and demand makes the avoid¬ 

ance of inflation very difficult, if not impossible. 

Both the objectives of furnishing necessary 

funds to finance the heavy costs of war and of 

preventing inflation are desirable. But financ¬ 

ing a major war entirely out of current income 

might impose such a heavy burden that morale 

and the incentive for production would be so 

seriously impaired that successful prosecution 

of a war would be hindered. The objective of 

preventing inflation may have to be sacrificed 

somewhat during war periods in the interest 

of obtaining funds in a way that will foster 

high morale and a strong incentive toward max¬ 

imum production. 

The problem of diverging pathways is not 

limited to wartime. In the late twenties, as we 

have seen, the expanding flow of credit into 

speculative uses indicated that action should 

be taken to restrict further credit expansion. 

On the other hand, existence of unused re¬ 

sources and unemployed labor, and the difficul¬ 

ties of countries trying to return to the gold 

standard indicated that it should not be re¬ 

stricted. 

The recent post-war period provides another 

illustration of goals which, although desirable 

in themselves, were in some respects incompat¬ 

ible. Until late 1948, this period was character¬ 

ized by not only a plethora of money and liquid 

assets but also a scarcity of goods. The result 

was a rising spiral of prices, costs, and profits. 

The basic problem was one of checking inflation 

without precipitating a depression. 

Fundamentally, there were two courses of 

action the Federal Reserve authorities could 

have taken. They could have used open market 

operations and other available instruments to 

check credit expansion by limiting the supply 

of bank reserves, leaving the price of Govern¬ 

ment securities and interest rates free to seek 

their own level. The primary restraint on infla¬ 

tion would have been exerted by an effective 

limitation of the money supply. A secondary 

restraint would have resulted from a rise in 

interest rates, which might have tended to re¬ 

strict the private demand for credit especially 

for uses in which interest was an important part 

of total cost. 

This course of action, however, involved the 

dangers of a disorderly Government securities 

market. Sales of Government securities in an 

unsupported market by lending agencies desir- 
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ing to shift to loans and other investments would 

tend to lower the price of securities and raise 

interest rates. Once security prices began to fall, 

prospects of lower prices and higher yields 

might start a wave of liquidation of marketable 

obligations and redemptions of savings bonds. 

Declining Government security prices would 

have made more difficult the Treasury’s large 

refunding operations and might have tended to 

undermine confidence in Government credit at 

a time when the international situation was 

tense. The lowering or withdrawal of support 

prices was not a method by which anti-inflation¬ 

ary pressure could have been applied gradually 

as desired. 

An alternative program was to attempt to 

limit credit expansion and at the same time 

maintain a stable market for Government securi¬ 

ties. This program provided less freedom of 

action in checking inflation, but avoided the 

dangers of a disorderly securities market. Main¬ 

taining a stable price for Government securities 

made it easy for lending agencies to shift to 

loans and other investments while Federal Re¬ 

serve purchases required in supporting the price 

of Governments were a major factor increasing 

bank reserves and the money supply. 

The essential problem posed by pursuit of 

the ultimate goal of economic stability was one 

of choosing between these alternatives. It was 

necessary to weigh the advantages of more ef¬ 

fective anti-inflationary action against the dan¬ 

gers. of a disorderly Government securities mar¬ 

ket. The System chose to avoid the latter. As 

pointed out previously, the definite threat of 

serious inflation following the outbreak of hos¬ 

tilities in Korea caused the System to abandon 

the support policy so that open-market opera¬ 

tions could be directed primarily toward main¬ 

taining economic stability. 

The goal of maximum employment seems 

likely to pose again the problem of objectives 

which, although desirable in themselves, are 

somewhat inconsistent with each other. A deci¬ 

sion may have to be made as to whether full 

employment or preventing inflation shall be the 

primary objective. The growth of well-organized, 

powerful groups which are persistently seeking 

to improve their income position may result in 

almost constant inflationary pressures. An in¬ 

crease in incomes in response to these pressures 

tends to raise costs and prices. Under these cir¬ 

cumstances, monetary-fiscal policies can be di¬ 

rected .toward either permitting the credit expan¬ 

sion and the increase in the money supply re¬ 

quired to support the higher income-cost levels, 

or to restricting credit expanson so as to avoid 

inflation. If the former, a monetary-fiscal policy 

directed primarily toward maintaining full em¬ 

ployment may become the engine of stair-step 

inflation. Even extreme inflation is no guarantee 

of full production, or even of full employment, 

as the experience of Germany and other coun¬ 

tries has demonstrated so well. On the other 

hand, if monetary-fiscal policy is used primarily 

to prevent inflation and maintain general eco¬ 

nomic stability, the result may be some unem¬ 

ployment. How serious this dilemma is will de¬ 

pend primarily upon the willingness of the va¬ 

rious groups to limit their income demands to 

that made possible by rising productivity. 

Here again a single guide is inadequate for 

the most effective determination of policy. A 

high level of employment and the prevention 

of inflation are both worthy guides. But the goal 

of full employment should be pursued only in¬ 

sofar as it is consistent with economic progress 

and a sustainable level of production, employ¬ 

ment, and prices. 
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IN RETROSPECT Primary and secondary objectives 

The complexity of a specific economic situation 

is such that two or more operating guides will 

usually appear desirable as means to the ulti¬ 

mate goal of general economic stability. All of 

the objectives cannot usually be followed without 

running into conflict. Moreover it is unlikely 

that all of the intermediate objectives will be of 

equal importance. Alternative pathways are 

usually neither black nor white; they are differ¬ 

ent shades of grey. Low interest rates may help 

keep down the cost of war financing, but gen¬ 

erate inflation; supporting the price of Govern¬ 

ment bonds during inflation may avoid the 

dangers of a disorderly market, but interfere 

with checking the boom. More effective action 

toward achieving one objective frequently means 

less success in achieving the other. Under these 

circumstances, it is necessary to select those in¬ 

termediate objectives which are most essential 

in achieving the ultimate goal. These, then, be¬ 

come the primary guides in formulating a pro¬ 

gram of action, and the others should be pur¬ 

sued only within the limits achievement of the 

primary objectives makes possible. 

The weight to be assigned to specific objec¬ 

tives or guides will vary from time to time. 

Commodity prices, security prices, the quality 

of credit, total quantity of credit, the volume 

of production, the status of employment—any 

of these may be the key in arriving at policy 

decisions. Intermediate objectives or guides can¬ 

not be arranged into a neat pattern of weights 

suitable for all circumstances. A wise decision as 

to the amount of emphasis which should be 

given to each intermediate objective can be 

made only with respect to the problems posed 

by a specific situation. 

An analysis of the guides which have charted 

the course of Federal Reserve actions during the 

past forty years reveals the difficulties that 

have confronted System officials in carrying 

out the purposes of the Federal Reserve Act. 

In the nature of the case, the act itself could 

furnish little guidance in setting up interme¬ 

diate objectives, which would lead to the ulti¬ 

mate goal of general economic stability. Hence, 

the establishment of operating guides which 

would lead to an effective credit and monetary 

policy has been given careful consideration from 

the beginning of the System. Years of experience 

and careful study have left the System much 

better equipped to tackle the complex problems 

of today. 

Some of the important lessons of experience 

with respect to the objectives of Federal Reserve 

policy may be summarized briefly: 

First, the basic, continuing objective of Fed¬ 

eral Reserve policy has been stability and eco¬ 

nomic growth. Intermediate objectives, however, 

have varied from time to time both as a result 

of experience and of changing conditions. 

Second, it is much easier to establish the cor¬ 

rect guides for determining effective credit pol¬ 

icy in theory than in actual practice. The path¬ 

ways which look so black or so white when 

viewed from the outside become merely differ¬ 

ent shades of grey to those who through exper¬ 

ience are more fully aware of the administrative 

problems involved and the responsibilities which 

are being assumed. 

Third, in formulating a program of action, 

mechanical rules cannot serve as a substitute 

for judgment. For several years, System officials 

sought rules or automatic guides to follow, but 

they could not find any which were appropriate 

for all circumstances. Operating guides must be 
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chosen in terms of the problem posed by a spe¬ 

cific situation and not on the basis of some 

mechanical rule-of-thumb. 

Fourth, the problems confronting Federal Re¬ 

serve authorities are so complex that interme¬ 

diate objectives, although desirable in them¬ 

selves, frequently point toward actions which may 

tend to counteract each other. In the case of 

conflicting objectives, a decision must be made 

as to which ones are primary and which are 

secondary. Such a decision can be made only 

with respect to the conditions existing at a 

particular time. 

Fifth, experience furnishes ample evidence that 

the establishment of specific objectives by statute 

would be unwise. This is not to say that a state¬ 

ment as to the ultimate and over-all objective 

the System is to use its powers to achieve, would 

be unwise. It has been fortunate that the Fed¬ 

eral Reserve Act stated the objectives of policy 

only in very broad and general terms. But set¬ 

ting up a list of specific legal objectives for the 

guidance of Federal Reserve policy would al¬ 

most certainly handicap the effectiveness of the 

System and lead to undesirable results. The 

selection of operating objectives which would 

be appropriate under all conditions which may 

arise implies a foresight that no one has yet 

achieved. 
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TOOLS OF FEDERAL RESERVE POLICY 

The Federal Reserve System can help promote economic stability by influencing 

the flow of expenditures relative to the flow of goods and services. The System 

has no direct control over expenditures. It exerts its influence indirectly, 

primarily through bank reserves. Because of legal requirements, the volume of 

commercial bank deposits — the major part of the money supply — is closely 

related to the quantity of bank reserves. The major tools which may be used 

to influence the cost and availability of bank reserves are the discount rate, 

open-market operations, and changes in reserve requirements. 

The primary objective of the Federal Reserve is 

to try to keep total money demand in proper 

relation to the total supply of goods available 

for purchase. The decisions of millions of inde¬ 

pendent producers as to how fully available pro¬ 

ductive resources—raw materials, labor, plant 

and equipment—will be utilized, determine the 

flow of goods entering our markets. On the other 

hand, the amount of money available for spend¬ 

ing, together with the decisions of millions of 

consumers as to what and how much they are 

willing to buy, determine the volume of money 

flowing into these markets for goods and serv¬ 

ices. 

If the money flow gets out of line with the 

flow of goods, trouble develops. An increase 

in money expenditures means more demand, 

more purchases, and a larger output as long as 

business firms can increase production. How¬ 

ever, as labor and plants become fully employed, 

a further rise in the money flow tends to increase 

prices rather than production. Rising prices and 

costs increase the demand for credit. More bank 

credit means more money to spend. Unless 

checked, a rising spiral of inflation may be 

generated. Conversely, if the money flow be¬ 

comes too small in relation to the flow of goods, 

some merchandise is unsold, prices fall, profits 

decrease, and production slows down. Economic 

stability at high levels of production and em¬ 

ployment requires a flow of money which is 

neither excessive nor deficient relative to the 

flow of goods. 

The Federal Reserve cannot directly influence 

the willingness of people to spend the money 

they have. Its ability to adjust the money flow 

is limited mainly to its influence over the quan¬ 

tity of money—primarily the quantity of com¬ 

mercial bank deposits. 

Federal Reserve control over the quantity of 

money stems primarily from its ability to affect 

the amount of deposits the commercial banks can 

create. Both the ability and willingness of com¬ 

mercial banks to make loans or purchase invest¬ 

ments, which expand their deposits, depend on 

their reserve position. If the banks have ample 

reserves or can readily obtain more at a low 

cost, deposit expansion is encouraged. On the 

other hand, the banks are reluctant to make 

loans and expand their deposits when reserves 

are scarce and they are uncertain as to their 

ability to get additional reserves at a low cost. 

By influencing the reserve position of the banks, 

therefore, the Federal Reserve can exert con¬ 

siderable influence over the volume of deposits 

they create. It can affect the reserve position of 

24 



the commercial banks by increasing or decreas¬ 

ing the total supply of bank reserves, or by 

changing the minimum percentage that banks 

are required to hold back of their deposits. 

RESERVES AND THE MONEY SUPPLY 

The money supply used in making payments in¬ 

cludes currency, coin, and commercial bank 

deposits. At the end of 1953 the money supply 

totaled about $131 billion, including $28 bil¬ 

lion of currency and coin outside of the banks 

and $103 billion of demand deposits subject to 

check. If time deposits are included, the total 

money supply was approximately $201 billion. 

Public preference determines the proportions of 

the total money supply held in the form of cur¬ 

rency and deposits. 

Both commercial banks and the Federal Re¬ 

serve Banks are required to maintain certain 

minimum reserves. The Federal Reserve Banks 

must maintain a reserve of gold certificates equal 

to at least 25 per cent of both their Federal 

Reserve note and their deposit liabilities. Mem¬ 

ber banks of the Federal Reserve System are re¬ 

quired to hold a minimum reserve in the form 

of a deposit in the Reserve Bank equal to spe¬ 

cified percentages of their demand and of their 

time deposits. The volume of deposits is in¬ 

fluenced both by the supply of reserves and the 

percentage that banks are required to maintain. 

The role of reserves in the process of deposit 

expansion and contraction can be made clear 

by an illustration, simplified to show only the 

essential steps. Suppose (1) that the Federal 

Reserve, which is the primary source of reserve 

funds, purchases Government securities in the 

open market from a nonbank holder, the result 

being that a commercial bank gains $100 of re¬ 

serves and deposits; (2) that the average re¬ 

serve required back of demand deposits is 20 

per cent; and (3) that there is no resulting 

change in the volume of currency in circulation. 

This $100 of new reserves created by the Fed¬ 

eral Reserve serves as the basis for a several¬ 

fold increase in commercial bank deposits. The 

bank receiving the $100 would put $20 on re¬ 

serve and would have $80 available for new loans 

and investments. Suppose, next, that this bank 

makes an $80 loan to a customer, crediting his 

deposit account. This transaction increases the 

bank’s loans and deposits by $80 each. The 

borrower now spends the $80. When his check 

is collected the bank loses $80 of deposits and 

$80 of reserves. The net effect of these opera¬ 

tions on the balance sheet of the first bank is an 

increase of $20 in reserves, an increase of $80 

in loans, and an increase of $100 in deposits. 

Let us suppose that the $80 checked out of 

Bank A is deposited in Bank B. When the checks 

are sent in for collection the result will be an 

increase of $80 in Bank B’s reserve deposit at 

the Federal Reserve. Bank B will need to keep 

20 per cent of its new $80 deposit, or $16, on 

reserve and will have $64 left for loans and 

investments. Assuming that Bank B makes a $64 

loan and that the proceeds are credited to the 

borrower’s account, the result of this step is a 

$64 increase in both its loans and deposits. When 

the borrower draws out the $64 and the checks 

are collected by another bank, Bank B loses 

$64 of deposits and reserves. The net effect on 

the balance sheet of Bank B is a $16 increase in 

reserves, a $64 increase in loans, and an $80 

increase in deposits. 

The waves of expansion which may take place 

on the basis of this initial $100 increase in re¬ 

serve funds are illustrated in the following table: 
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Assets Liabilities 

Reserves + 
Loans and 

investments = Deposits 

Bank 
A . $20 + $80 = $100 
B . 16 + 64 = 80 
C . 12.80 + 51.20 = 64 

All other bank 
transactions 51.20 -f 204.80 = 256 

Totals . $100 + $400 = $500 

Two points should be emphasized in the above 

illustration. First, a single bank would not feel 

free to expand its deposits five times the amount 

of new reserve gained because it is likely that 

a substantial part of the new deposits created 

will be checked out, resulting in a loss of both 

deposits and reserves to other banks. Second, re¬ 

serves lost by one bank are not lost to the 

banking system; they go to other banks, pro¬ 

viding them with additional reserves to support 

deposits created by loans and investments. Total 

deposit expansion for the banking system, on 

the basis of a $100 net increase in reserves, can 

be $500, assuming reserve requirements are 20 

per cent. In the illustration, it is assumed that 

banks make loans on the basis of new reserves 

acquired. The increase in deposits would be 

the same, however, should one or more of the 

banks decide to purchase securities from non¬ 

bank holders instead of making loans. A net 

decrease in reserves would set in operation the 

reverse process of multiple contraction of de¬ 

posits throughout the banking system. 

FACTORS INFLUENCING RESERVES 

The three major factors influencing the supply 

of member-bank reserves are: 

1. Gold imports and exports. 

2. An increase or decrease of money in cir¬ 

culation. 

3. An increase or decrease in Federal Re¬ 

serve credit outstanding. 

The influence of these factors on the supply 

of member-bank reserves may be summarized 

as follows: 

Tending to Increase 

Increase in monetary 

gold stock 

Increase in Federal Re¬ 

serve credit 

Decrease of money in 

circulation 

Tending to Decrease 

Decrease in monetary 

gold stock 

Decrease in Federal 

Reserve credit 

Increase of money in 

circulation 

The Treasury adds to the supply of bank re¬ 

serves when it purchases newly mined or im¬ 

ported gold. In payment for the gold the Treas¬ 

ury draws a check on the Federal Reserve and 

usually restores its deposit by issuing gold cer¬ 

tificates to the Reserve Banks. When this check 

is deposited by the seller some bank receives 

an increase in deposits; and when this bank 

sends the check to a Reserve Bank for collec¬ 

tion its reserve is increased. The net result of 

a Treasury purchase of gold, therefore, is a cor¬ 

responding increase in bank deposits and bank 

reserves. The Treasury also adds to the potential 

supply of bank reserves when it issues Treasury 

currency such as silver certificates. 

The Federal Reserve Banks increase the avail¬ 

able supply of reserve funds when they make 

loans and investments. If member banks borrow 

or discount commercial paper, the proceeds are 

credited to their reserve accounts. When the 

Federal Reserve buys eligible paper or Govern¬ 

ment securities in the open market the seller 

receives a check drawn on a Reserve Bank. The 

seller, if a nonbank holder, will deposit the 

check in his bank, increasing total bank de¬ 

posits. When the bank sends the check to a 

Reserve Bank for collection, its reserve account 

is increased by a like amount. If the seller is 

a bank, only bank reserves are increased. 
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Not all funds supplied in these ways neces¬ 

sarily go into member bank reserves. There are 

competing uses. Additional funds may go to 

increase money in circulation, this being one 

of the most important uses. The new funds might 

go into Treasury cash holdings, Treasury de¬ 

posits in the Federal Reserve Banks, and non¬ 

member bank deposits in the Federal Reserve 

Banks. Changes in member bank reserves re¬ 

flect the net effects of these various sources and 

uses. 

QUANTITATIVE INSTRUMENTS 

Federal Reserve instruments fall into two major 

categories—those which affect the banks’ reserve 

positions and the money supply and those which 

affect the use of credit for certain purposes. 

General quantitative tools are the discount rate, 

open-market operations, and changes in reserve 

requirements. There are other ways in which the 

Federal Reserve may exert some influence, such 

as moral suasion and changes in the eligibility 

requirements for commercial paper, but they 

are of minor importance and are not considered 

here. 

The discount rate 

Member banks may replenish their reserves in 

the Federal Reserve Banks either by discounting 

some of their customers’ notes or by borrowing 

on their own notes, using Government securities 

or other satisfactory assets as collateral. In either 

case, the proceeds are credited to the member 

banks, increasing their reserves. The rate of 

interest charged for these extensions of credit 

by the Federal Reserve Banks is called the dis¬ 

count rate. By raising or lowering the discount 

rate, the Reserve Banks can make it more or less 

expensive for member banks to get additional 

reserves by discounting commercial paper or by 

borrowing. 

Such changes affect the general credit situa¬ 

tion in a number of ways. Directly, changing 

the discount rate merely alters the cost of getting 

additional reserves by these methods. An indi¬ 

rect effect is the tendency to bring about cor¬ 

responding changes in the rates member banks 

charge their customers, especially on short-term 

loans by banks in money-market centers. 

Changes in the discount rate, as a symbol of 

Federal Reserve policy, may have important 

psychological effects. They reflect the recogni¬ 

tion by a group of well-informed and respon¬ 

sible officials of a change in the credit situation. 

An increase in the rate indicates official con¬ 

cern over credit expansion and points toward 

a tighter credit policy. A decrease may be re¬ 

garded as an indication of an easier credit policy 

and possibly lower interest rates. 

The role of the discount rate has varied con¬ 

siderably over the years. In the early history of 

the Federal Reserve System, when banks ac¬ 

quired reserves primarily by discounting, the 

rate was regarded as the principal tool for mak¬ 

ing Reserve policy effective. The tradition against 

being continually in debt to the Reserve Banks 

also tended to limit member-bank borrowing. 

Borrowing and discounting, however, were not 

important methods of getting additional reserves 

during the later thirties and forties, and con¬ 

sequently the discount rate played a relatively 

minor role. A large inflow of gold during much 

of the thirties built up substantial excess re¬ 

serves. The growth of Government security hold¬ 

ings in the late thirties and especially during 

the war resulted in member banks adjusting 

their reserve positions by buying and selling 

Government securities instead of by borrowing 

or discounting commercial paper. 
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Following the Federal Reserve-Treasury ac¬ 

cord in March 1951, the System adopted the 

policy of supplying only a very limited amount 

of reserves through purchasing Government 

securities, thus forcing member banks to rely 

more on borrowing when they needed additional 

funds. As banks began to rely more on borrow¬ 

ing as a means of obtaining reserves, the dis¬ 

count rate became a more important instrument 

of credit policy. 

Open market operations 

The Federal Reserve Banks may influence the 

volume of reserves by buying or selling securi¬ 

ties and eligible paper in the open market. The 

bulk of such purchases and sales is in United 

States Government securities, although the Re¬ 

serve Banks are also permitted to deal in other 

paper such as bankers’ acceptances and bills 

of exchange. 

Open-market purchases tend to build up and 

sales tend to reduce bank reserves. If the trans¬ 

actions are with non-bank holders, commercial 

bank deposits are increased and decreased also. 

If the Federal Reserve buys $10 million of 

Treasury obligations from Government security 

dealers, the sellers receive checks drawn on the 

Reserve Bank in payment. When the sellers 

deposit these checks, total commercial bank de¬ 

posits are increased. The checks are then sent 

to the Reserve Bank for collection and the send¬ 

ing banks’ reserve accounts are credited. The 

nfct result of an open-market purchase is an in¬ 

crease in bank deposits and an increase in bank 

reserves. The reverse is true in the case of 

open-market sales. Sales by the Federal Reserve 

are likewise made through Government security 

dealers, and the purchasers make payment by 

drawing checks on their banks. As these checks 

are collected the reserves and the deposits of 

the banks on which they are drawn are reduced. 

The net result for the banking system is a de¬ 

crease in total reserves and in total deposits. 

The initial impact of open-market operations 

is centered in New York where practically all 

purchases and sales are made, the transactions 

being executed with dealers only. The effects may 

then be transmitted to the rest of the country 

through business and commercial transactions, 

and possibly Treasury operations. Directly, open- 

market purchases tend to increase reserves and 

deposits. Indirectly by providing excess reserves, 

they make possible further deposit expansion. 

The use banks make of their excess reserves de¬ 

pends upon conditions prevailing at the time. 

If member banks are in debt to the Reserve 

Banks, they are likely to use the new funds to 

reduce their indebtedness; if not, they usually 

increase their loans and investments, because 

idle funds earn no income. 

A second effect on the money market is via 

interest rates. System purchases of Government 

securities tend to bid up their price and lower 

the yield. Since Treasury obligations are now 

the major segment of the securities market, a 

lower yield on them tends to spread to private 

securities, resulting in a general rise in security 

prices and a decline in yields. Moreover, excess 

reserves may cause member banks, especially in 

the money-market centers, to lower their interest 

rates somewhat as a means of encouraging bor¬ 

rowing and putting idle funds to work. A change 

in the pattern of interest rates tends to influ¬ 

ence the loan and investment policies of both 

banks and other financial institutions. 

The reverse effects tend to follow System 

sales in the open market. The immediate effect 

is a decrease in deposits and a decrease in 

member-bank reserves. The pressure on member- 

bank reserves may cause them to raise their 
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interest rates. Security prices tend to fall and 

the yields to rise, thus exerting a restraining 

effect on the demand for credit. 

Open-market operations were not an important 

tool during the first decade or so of the Sys¬ 

tem’s history. They were first used to bolster 

the earnings of the Reserve Banks and to build 

up a discount market for bankers’ acceptances. 

It was through these operations that officials 

became aware of the effects on reserve positions 

and their value as a tool of monetary policy. 

Open-market operations were used to offset 

temporary disturbances in the money market 

such as those arising from quarterly tax pay¬ 

ments and the seasonal flow of currency. They 

were also used to influence member-bank lending 

policies. To encourage lending, purchases were 

made in the open market, giving member banks 

additional reserves which they used frequently 

to reduce their indebtedness to the Reserve 

Banks. Because of the tradition against con¬ 

tinued borrowing from the Reserve Banks, a de¬ 

crease in their indebtedness made them more 

willing to make additional loans and invest¬ 

ments. Also, member banks could sometimes 

acquire reserves more cheaply by selling securi¬ 

ties than by borrowing or discounting commer¬ 

cial paper. Open-market operations gradually 

came to be used more aggressively. Purchases 

were made not only to permit member banks to 

reduce their indebtedness to the Federal Re¬ 

serve Banks; they were used to build up excess 

reserves and stimulate loans and investments. 

Open-market operations have also been used 

at times to supplement the discount rate. When 

member banks have excess reserves, for ex¬ 

ample, System sales absorb reserves and if in 

sufficient quantity may force the banks to bor¬ 

row from the Reserve Banks, thus making the 

discount rate more effective. 

As pointed out previously, open-market opera¬ 

tions have also been used to influence condi¬ 

tions in the Government securities market. In 

the late thirties the objective was to maintain 

a stable market for Government securities; dur¬ 

ing the war and early post-war periods, it was 

to support certain minimum prices to facilitate 

the large volume of Treasury financing; follow¬ 

ing the “accord” in 1951, the objective was to 

maintain an “orderly market,” while at present 

it is to “correct disorderly” conditions in the 

market. The shifts in objectives in the post-war 

period reveal the steps taken in reestablishing 

the policy of using open-market operations pri¬ 

marily to adjust bank reserves and the money 

supply in such a way as to help promote stable 

economic progress. 

Change in reserve requirements 

The third major tool which the Federal Reserve 

may use to influence the total quantity of credit 

and the money supply is authority to change 

reserve requirements. The Board of Governors 

of the Federal Reserve System has authority to 

vary member-bank reserve requirements within 

certain maximum and minimum limits—for de¬ 

mand deposits, 26 and 13 per cent for member 

banks in central reserve cities, 20 and 10 per 

cent for those in reserve cities, and 14 and 7 

per cent for all other member banks. For time 

deposits the limits are 6 and 3 per cent for all 

member banks. The Board has no authority over 

the requirements of non-member banks, which 

comprise about one-half of the total number of 

commercial banks, but have only about 15 per 

cent of total deposits. 

This instrument does not directly affect the 

supply of member-bank reserves but, instead, 

the amount of deposits the existing volume of 

reserves will support. For example, $100 of 
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reserve funds will support $500 of deposits if 

the requirement is 20 per cent, only $400 if 

the requirement is 25 per cent, and $1,000 if 

the requirement is only 10 per cent. 

An increase in reserve requirements tends to 

limit member bank loans and investments, and 

a decrease tends to encourage them. The direct 

and immediate effect of raising requirements is 

to increase the amount of reserves member banks 

must hold. It does not affect their deposits. 

Initially, at least, banks with excess reserves 

are likely to apply them toward the new and 

higher requirements. To the extent, however, 

that member banks meet deficiencies or restore 

excess reserves by borrowing from the Reserve 

Banks or by selling Government securities ulti¬ 

mately purchased by the System, an increase in 

the amount of reserves tends to offset the in¬ 

crease in requirements. The restraining effects 

of an increase, therefore, are determined in 

part by the terms on which member banks are 

permitted to get additional reserves from the 

Reserve Banks. An increase will be more effec¬ 

tive if accompanied by a rise in the discount 

rate and a decrease in the System’s buying price 

for Government securities. 

A second way in which an increase in re¬ 

serve requirements tends to limit member bank 

loans and investments is through its effect on 

their financial position. As banks are forced 

to borrow from the Reserve Banks or to sell 

Government securities to meet higher reserve 

requirements, there is a growing hesitancy to 

increase loans and investments. Such actions 

would force the banks further into debt at the 

Federal Reserve, or force them to sell from 

their diminishing portfolios of Government 

securities. A third effect of an increase in reserve 

requirements is a decrease in the deposit ex¬ 

pansion which can take place on the basis of a 

dollar of reserve funds. Finally, as a symbol of 

a stricter credit policy, an increase in reserve 

requirements may cause member banks to adopt 

more conservative lending and investing policies. 

A decrease in reserve requirements has the 

immediate effect of creating excess reserves. The 

final effect, however, depends upon the policies 

of the member banks with respect to their excess 

reserves. If held idle, as often happened in the 

latter part of the thirties, there is no effect. 

Usually, however, the desire for income prevents 

banks from holding funds idle. For this reason 

member banks are more likely to use their ex¬ 

cess reserves for loans or to purchase securities. 

In either case the result is an increase in de¬ 

posits and in the buying power available for the 

purchase of goods and services. 

SELECTIVE INSTRUMENTS 

The tools discussed above operate primarily 

through influencing the cost, the volume, and 

the availability of bank reserves. They cannot 

be used effectively to divert the flow of credit 

into or from particular segments or areas of the 

credit market. The use of credit in certain fields 

may become excessive at times when general 

restraint is undesirable. To cope with such con¬ 

ditions, the Federal Reserve has been given 

authority to regulate the terms on which credit 

is granted for the purpose of purchasing or 

carrying securities other than Treasury obliga¬ 

tions and other exempted issues. 

The Board of Governors has authority to 

establish margin requirements, that is, to fix the 

maximum amount which the purchaser of stocks, 

for example, may borrow against his securities. 

If the margin is fixed at 50 per cent, the buyer 

of stocks with a current market value of $1,000 

would have to pay $500 in cash, and the securi¬ 

ties could be used as collateral for a loan not 
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to exceed $500; if the margin were 25 per cent, 

the minimum cash payment would be $250 and 

the amount borrowed could be as much as $750. 

Margin requirements do not apply to a loan for 

commercial purposes even though secured by 

stocks. By varying margin requirements, the 

Board can influence the amount of credit ex¬ 

tended for the purpose of purchasing or carry¬ 

ing non-exempt securities. Increasing the mar¬ 

gin decreases the maximum amount which can 

be borrowed, while lowering the margin in¬ 

creases it. 

The excessive flow of credit into the stock 

market in the late twenties was the primary 

reason for legislation giving the Board authority 

to exercise some control over the use of credit 

in this particular area. The collapse of the specu¬ 

lative boom in the stock market in late 1929 was 

followed by a tremendous decline in security 

prices. This decline undoubtedly contributed to 

the severity of the depression in the early thir¬ 

ties. At that time the Federal Reserve could 

restrict the flow of credit into speculative uses 

only by general controls which affected the 

total volume of credit. Since there was little, 

if any, excessive use of credit for business pur¬ 

poses, the Board hesitated to use these tools 

to make credit more expensive for all purposes 

because of the detrimental effect it might have 

on business. However, they were finally used 

as a last resort. What was needed was a tool 

which would enable the Board to regulate the 

amount of credit extended for this particular 

purpose. 

The Board of Governors was given another 

selective instrument during the war and early 

post-war period—that of regulating the terms on 

which credit was granted to consumers. The pur¬ 

pose was to curb the use of credit for the pur¬ 

chase of automobiles, electric refrigerators, 

radios, and other durable goods which were in 

short supply. An increase in consumer instalment 

credit, by adding to consumer buying power 

which was already excessive in relation to the 

available supply of consumers’ goods, would 

have made the problem of effective price control 

much more difficult. 

The restraints imposed under Regulation W 

on instalment credit were of two types. Credit 

granted for the purchase of any listed article 

could be restricted by increasing the amount of 

the down payment required and by shortening 

the period of time during which the loan was to 

be repaid. The authority to regulate consumer 

credit expired in June 1949. 

Under authority granted in the Defense Pro¬ 

duction Act of 1950, Regulation W was reim¬ 

posed and Regulation X imposed restrictions 

on real-estate credit. Both regulations were re¬ 

moved in 1952, leaving margin requirements as 

the only selective instrument of credit control. 

COORDINATION OF INSTRUMENTS 

The effectiveness of Federal Reserve policy, as 

of any other policy, depends in part upon the 

tools the authorities have to work with and, in 

part, upon the timeliness and the deftness with 

which they are used. The processes through 

which the impacts of the various instruments may 

work themselves out have been described in the 

preceding section. An important problem is that 

of determining which instruments, either singly 

or in combination, will best meet the needs of 

a particular situation. Essential criteria to be 

considered when such decisions must be made, 

however, are the advantages and disadvantages 

of each instrument, the nature and certainty 

of the effects, the ability of the authorities to 

direct the impact into particular areas, and 

flexibility of application. 
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Qualities of instruments 

The purpose of any of the general quantitative 

instruments is to influence directly or indirectly 

the volume of member bank reserves, particu¬ 

larly the amount of free reserves available for 

further deposit expansion. 

One important feature of the various instru¬ 

ments is the nature of their direct and indirect 

effects. The discount rate does not affect di¬ 

rectly either the total amount of reserves or 

the amount of excess reserves. It merely lowers 

or raises the price of obtaining funds from the 

Reserve Banks via loans and discounts. Just 

as with any other price, an increase or decrease 

in the discount rate tends to restrict or stimu¬ 

late the demand for additional reserve funds. 

Open-market operations affect directly both 

the volume of member bank reserves and de¬ 

posits, purchases increasing them and sales de¬ 

creasing them. The direct effect on member 

bank deposits is unique to this particular in¬ 

strument. The amount of excess reserves is 

altered by changes in the total volume of reserve 

funds. System purchases and sales also tend to 

raise or depress Government security prices. 

Changes in reserve requirements alter the 

amount of required reserves but do not affect 

directly the total volume of member bank re¬ 

serves. This tool has the unique feature of in¬ 

creasing or decreasing the amount of deposits 

which can be created on the basis of a dollar 

of reserves, and of affecting all member banks 

to which it is applied. 

The certainty and the degree of the impact 

on member banks depend not only on the nature 

of the direct effects but also on the secondary 

repercussions set up. Raising the discount rate, 

for example, may be regarded as a signal of 

tighter credit, and member banks may raise 

their interest rates and scrutinize loan applica¬ 

tions more carefully. Other tools, especially 

changes in reserve requirements, may have sim¬ 

ilar psychological effects. It is impossible to esti¬ 

mate this type of effect for any of the instru¬ 

ments. In fact, the extent of such reactions will 

be influenced by business conditions and the 

general attitude prevailing at the time. 

Open-market operations, which directly affect 

the volume of reserves and deposits and the 

price and yield of Government securities, may 

also have significant secondary effects. System 

sales, for example, not only tend to depress 

Government security prices directly but if they 

create reserve deficiencies, may cause banks to 

sell Governments to replenish their reserves. 

Moreover, by affecting the interest rate structure 

on securities, open-market operations may influ¬ 

ence the investment policies of institutions other 

than commercial banks. Changes in reserve re¬ 

quirements, by altering the excess reserves of 

member banks, may indirectly influence the price 

of securities and interest rates. An increase may 

force some member banks to borrow or sell 

Government securities to meet the new require¬ 

ments. The tendency therefore is to depress 

security prices and raise yields. Member banks 

may also raise the interest rates charged their 

borrowers. 

Both open-market operations and changes in 

reserve requirements alter excess reserves of 

member banks. With either of these tools, the 

degree of restraint applied depends upon how 

easy and expensive it is to obtain additional 

reserves. If banks can replenish reserves at a 

low cost either through the discount window or 

by selling securities, the restrictive effects of 

either instrument are seriously diminished. More¬ 

over, both an increase in reserve requirements 

and System sales of Government securities tend 

to put pressure on the prices of Government 
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securities, the latter directly and both indirectly 

by forcing member banks to sell Governments 

to remove reserve deficiencies. 

A second important feature of the various 

instruments is the extent to which their impact 

can be directed into certain channels. The im¬ 

pact of changing the discount rate, by altering 

the cost of obtaining additional reserves, hits 

only those member banks which need to adjust 

their reserve position. An increase for example, 

would affect only those banks needing additional 

reserves, presumably those expanding their loans 

and investments. 

It is very difficult to determine how the effects 

of open-market operations are likely to be dis¬ 

tributed amfong the banks. The initial impact is 

felt mainly in the New York market because most 

System purchases and sales are made there. 

However, which banks gain or lose reserve 

funds depends not alone upon the decisions of 

the banks themselves. It depends also on the de¬ 

cisions of nonbank investors who may be the 

ultimate purchasers or sellers of the securities 

the Federal Reserve is selling or buying. If the 

customer of Bank A buys from a dealer Govern¬ 

ment securities sold by the Federal Reserve, his 

check drains an equivalent amount of reserve 

funds from the bank on which it is drawn. All 

that can be said about the distribution of the 

impact, therefore, is that it is determined by 

the market. 

The initial impact of changes in reserve re¬ 

quirements can be determined with a little more 

accuracy. This tool may be applied to all mem¬ 

ber banks at once or to each of the three classi¬ 

fications—central reserve city, reserve city, and 

all other member banks—separately. The impact 

is felt by all member banks to which it applies, 

but is not necessarily distributed according to 

the degree of restraint or stimulus needed. 

Again, banks with excess reserves will not feel 

the effect as much as banks having to call loans 

or sell Government securities. The fact that a 

change in requirements is felt at once by each 

member bank makes this tool an effective sym¬ 

bol of the intention of the authorities as to credit 

policy. 

A third important feature of the tools of 

credit regulation is their flexibility. Can they 

be applied so that the effects will be mild or 

drastic, as the occasion requires? In this re¬ 

spect, changes in the discount rate and open- 

market operations seem to have some advan¬ 

tages over changes in reserve requirements. The 

discount rate can be a mild instrument, both 

because the changes made can be small and 

because it affects only those banks needing 

additional reserves. Open-market operations are 

flexible in the sense that the volume of purchases 

and sales can be made in any amount accord¬ 

ing to the needs of a given situation. They are 

not so flexible in other respects, however. The 

amount of restraint which can be applied by 

sales is limited by the size of System holdings. 

At present, holdings appear large enough to 

meet any foreseeable need for restraint. In a 

period of inflation, when restraint should be 

applied, the bond market is usually weak. 

The depressing effect of System sales on Gov¬ 

ernment security prices tends to limit the use 

of this method of applying restraint. 

Changes in reserve requirements have been 

criticized especially as being inflexible and 

clumsy. It is a clumsy instrument if changes 

are always made in full percentages so that rela¬ 

tively large amounts of reserve funds are in¬ 

volved. If, however, changes are made in a frac¬ 

tion of 1 per cent, the amounts involved could 

be varied according to the needs of a particular 

situation. Frequent small changes would prob- 
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ably have a bad psychological effect, particu¬ 

larly because this relatively new instrument is 

little known and understood. The impact can 

also be cushioned by giving notice of changes 

considerably in advance of the effective date so 

that member banks have plenty of time to ad¬ 

just their reserve positions. 

Selective instruments have both important ad¬ 

vantages and disadvantages. They differ from 

the more general quantitative instruments pri¬ 

marily in that their chief impact is on a par¬ 

ticular segment of the credit market instead of 

on the total amount; and they apply to non¬ 

bank as well as bank lenders. They are unique 

also in that, in addition to bearing on the opera¬ 

tions of lenders, they limit directly the amount 

which can be borrowed. Margin requirements 

and Regulations X and W, when they were in 

effect, influenced the amount of credit borrowers 

could obtain for these purposes rather than the 

amount lenders were in a position to supply. 

By holding down the demand for credit without 

limiting the available supply, selective instru¬ 

ments do not tend to raise interest rates. 

They have some disadvantages, however. They 

affect the terms of the credit agreement and 

hence enforcement involves dealing with many 

institutions and a very large number of credit 

contracts. They also tend to be discriminatory in 

the sense that restrictions are placed on some 

uses of credit and not on others. Selective in¬ 

struments are, however, impersonal in the sense 

that the same rules apply throughout the regu¬ 

lated sector. Neither does any central official 

pass upon how much business a given lender 

does, nor to whom credit is granted. 

Selective instruments raise important questions 

in the administration of credit policy. They have 

the great advantage of permitting Federal Re¬ 

serve authorities to regulate the flow of credit 

into specific fields. Experience demonstrates that 

selective tools are necessary to deal adequately 

with certain credit situations. They are not a 

substitute for but they may be a valuable sup¬ 

plement to general quantitative instruments. 

They have the disadvantage, however, of being 

less impersonal than quantitative methods which 

influence only the cost, availability, and volume 

of reserves, leaving lenders free to decide as to 

both the uses and terms on which credit is 

granted. 

Need for coordination 

The desirability of having a variety of instru¬ 

ments arises from the differences in the ways the 

instruments operate. Most effective results can 

often be obtained by using them in combina¬ 

tion rather than singly. The desirability of co¬ 

ordinating the use of these tools in achieving 

certain objectives can best be made clear by 

drawing on experience. 

Federal Reserve officials soon realized the ad¬ 

vantages which could be derived from coordinat¬ 

ing the discount rate and open-market opera¬ 

tions. In the 1920’s, for example, these were re¬ 

garded as the twin instruments of credit regu¬ 

lation. In 1923, 1925, and 1928 the System sold 

Government securities, with the result that some 

member banks had to borrow from the Reserve 

Banks. In order that the restraint induced by 

such sales would be more effective, the discount 

rate was increased to make borrowing from the 

Reserve Banks more expensive. On the other 

hand, when the System desired to ease credit 

somewhat in 1924 and 1927, securities were pur¬ 

chased in the open market thus supplying addi¬ 

tional reserve funds. At the same time the dis¬ 

count rate was lowered, making it less expensive 

for banks to borrow and decreasing the induce¬ 

ment for them to use the new funds obtained 
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to pay off their indebtedness to the Reserve 

Banks. These actions illustrate the use of two 

instruments to move in the same direction— 

both to apply restraint and both to encourage 

expansion. 

Another type of coordination is the use of 

two instruments to move in opposite directions— 

one to cushion or partly neutralize the effects 

of the other. Open-market operations and changes 

in reserve requirements illustrate this point. 

In 1937 the System increased reserve require¬ 

ments to prevent excess reserves built up largely 

by gold imports from being used as the basis 

for excessive credit expansion. Even though 

member banks, as a whole, still had excess re- 

serves after the increase took effect, some were 

forced to sell Government securities to make up 

reserve deficiencies. Since the purpose of the 

increase in reserve requirements was to elim¬ 

inate the basis for a huge potential credit ex¬ 

pansion and not to change from an easy money 

policy, there was no reason to penalize banks 

having to make up reserve deficiencies. To pre¬ 

vent a sharp decline in Government security 

prices during the transition to higher reserve 

requirements, the System stood ready to make 

such purchases as were necessary to maintain 

a stable market. Thus open-market operations 

were used to cushion the effects of an increase 

in reserve requirements on the Government 

security market. 

The recent post-war period provides still 

another illustration of coordination of these two 

instruments. As pointed out previously, the Sys¬ 

tem’s two major operating objectives in the early 

part of the post-war period were to check in¬ 

flation and to maintain a stable market for Gov¬ 

ernment securities. The strong demand for credit 

during much of this period induced lending 

agencies to shift out of Government securities 

into loans and other investments. In carrying 

out the objective of supporting the price of Gov¬ 

ernment securities, the System made large pur¬ 

chases which added substantial amounts to bank 

reserves and bank deposits. To achieve the other 

objective of checking inflation, the System at¬ 

tempted to offset the effects of these additions 

to bank reserves and deposits. System sales of 

short-term Governments and the Treasury’s pol¬ 

icy of using a large part of the cash surplus to 

retire short-term issues held mainly by the Fed¬ 

eral Reserve Banks absorbed a substantial 

amount of reserve funds. 

These methods were inadequate, however, and 

the System increased reserve requirements to 

help counteract the inflationary effects of pur¬ 

chases made in stabilizing the Government se¬ 

curity market. But System purchases made in 

supporting the price of Government securities 

poured out more reserve funds than could be 

absorbed by increasing reserve requirements. A 

choice had to be made between the two objec¬ 

tives—supporting the price of Government se¬ 

curities and checking inflation. In the spring 

of 1951, Federal Reserve authorities abandoned 

the policy of supporting the price of Govern¬ 

ment securities in order that inflation could be 

dealt with more effectively. 

Selective and general instruments provide 

another illustration of effective coordination. In 

1936, business activity was moving upward and 

considerable progress had been made toward 

recovery from the severe depression of the early 

thirties. Improvement in the business situation 

and growing confidence led to an increase in 

speculation in securities. Most factories, how¬ 

ever, were still not operating at capacity and 

millions were still unemployed. The situation 

did not call for restraint on the total quantity 

of credit, but rather on the growing use of 
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credit for purchasing or carrying securities. 

Margin requirements were increased, limiting 

the amount which could be borrowed on securi¬ 

ties as collateral, but credit continued to be 

available on easy terms for other purposes. 

The recent war illustrates the use of a selec¬ 

tive instrument as a partial substitute for a gen¬ 

erally restrictive credit policy. The financing 

required to meet the heavy expenditures of the 

war was carried out partly through the sale of 

securities to the banking system, adding to the 

total money supply and the demand for goods 

and services. At the same time, it was necessary 

to convert some factories from the production 

of consumers’ goods to the production of war 

supplies, tending to reduce the supply of con¬ 

sumers’ goods available for purchase. The flow 

of money expenditures was increasing faster 

than the flow of goods. Rigid restrictions on 

the total quantity of credit were not considered 

desirable, however, because of the large amount 

of Treasury borrowing needed in financing the 

war. Limiting the use of credit for the purchase 

of consumers’ durable goods which were in 

short supply would not interfere with financing 

the war, however; in fact, the regulation of con¬ 

sumer credit facilitated financing the war by 

limiting the amount consumers could borrow 

without affecting the available supply. 

SUMMARY 

The primary task of the Federal Reserve is to 

adjust the flow of money so that it will con¬ 

tribute to stable economic progress. The volume 

of bank reserves is the chief avenue by which 

the Reserve System can influence the money 

supply and the money flow. Each of the instru¬ 

ments available to the System—open-market op¬ 

erations, changes in reserve requirements, the 

discount rate, and changes in margin require¬ 

ments—has certain advantages and disadvan¬ 

tages. In general, it seems that open-market 

operations should be the major tool for achiev¬ 

ing the objectives of credit policy. The discount 

rate is not very effective when banks can ob¬ 

tain reserves by selling Government securities. 

Changes in reserve requirements, unless made 

by fractions so as to involve small amounts, are 

more suitable for unusual situations when more 

drastic action is needed. Frequently more ef¬ 

fective results can be obtained by coordinating 

the use of two or more of the tools than from 

the use of any single instrument. Pressure on 

bank reserves, whether by open-market opera¬ 

tions or an increase in reserve requirements, is 

relatively ineffective if the Federal Reserve al¬ 

lows replenishment of reserves on liberal terms. 

Effective restraint depends not so much on the 

particular type of instrument used as on co¬ 

ordinated action which results in making re¬ 

serves less readily available from any source. 

The Federal Reserve is limited in what it 

can accomplish through influencing the money 

flow. In the first place, the System can influence 

only one of the two determinants of the flow of 

money expenditures—the quantity of money but 

not its velocity of circulation. Second, the in¬ 

struments available to the System are more 

effective in checking a boom than in promoting 

recovery from a depression. Inflation can be 

checked by limiting the money supply, but ex¬ 

pansion can only be encouraged during depres¬ 

sion by making more reserves available. It is 

more effective “to pull on a string than to push”; 

nevertheless, by providing banks with an ample 

supply of reserves and putting a plentiful supply 

of funds in the market, the System can at least 

cushion a decline. 
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FISCAL AND DEBT 
MANAGEMENT POLICIES 

The Federal budget and the Federal debt have become so large that the receipt 

and expenditure activities and the debt-management operations of the Treasury 

have an important direct impact on the spending stream — both public and 

private. JFhen the Treasury takes in more cash than it pays out, the people have 

less to spend; when it pays out more than it takes in, they have more to spend. 

Total money demand and spending are influenced indirectly by the effects of 

Treasury operations on commercial bank reserves. In a money-credit economy, 
therefore, success in achieving stability depends on appropriate fiscal and debt- 

management policies as well as monetary policy. 

The use of Treasury receipts and expenditures 

to help smooth out business fluctuations is 

primarily a depression-inspired idea which came 

into prominence during the early thirties. Pre¬ 

viously, Government finance had been viewed 

primarily as a problem of collecting enough 

receipts to meet expenditures so that the bud¬ 

get could be balanced annually. Debt manage¬ 

ment came to be recognized even later than 

fiscal policy as a tool for helping to achieve 

economic stability. The development of the 

principle of so using debt management received 

most of its impetus from the growth and wide 

distribution of the Federal debt during World 

War II and from the difficulties encountered 

in attempting to use Federal Reserve tools ef¬ 

fectively to check inflation after the war. 

The greater emphasis placed on fiscal policy 

as a tool for maintaining economic stability re¬ 

flected several factors. Most important, perhaps, 

was the loss of faith in monetary policy during 

the severe depression of the early thirties. The 

prolonged economic paralysis of that period 

demonstrated a serious limitation of monetary 

policy. The Federal Reserve System reduced the 

cost of bank reserves by lowering the discount 

rate and helped build up excess bank reserves 

by open-market purchase of Government securi¬ 

ties, but it could not make individuals and 

business firms borrow. Excess reserves expand 

the total spending stream only if: (a) commer¬ 

cial banks use their excess reserves to expand 

their loans and investments, thus increasing 

deposits; and (b) the new money so made avail¬ 

able is actually spent. Business firms, however, 

were unwilling to borrow and increase their 

expenditures until the prospects for making a 

profit improved—and profit expectations could 

not improve until business and consumer spend¬ 

ing increased. To break out of this dilemma, 

it was suggested that the Federal Government 

should spend more and meet the deficit by bor¬ 

rowing from the banking system. Federal spend¬ 

ing so financed would initiate an increase in 

income and an increase in the demand for goods 

and services, which would tend to stimulate 

private industry. 

A second reason for more emphasis on fiscal 

policy was the growing importance of the Treas¬ 

ury’s financial operations. In fiscal year 1929, 

Treasury cash payments amounted to about $3 

billion as compared to $76.5 billion in 1953. 
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Federal Government expenditures for goods and 

services amounted to 1.3 per cent of total ex¬ 

penditures, public and private, in 1929 but 16.3 

per cent in 1953. As Treasury receipts and ex¬ 

penditures grew, we began to recognize that 

such large operations necessarily influence the 

level of income, business activity, and employ¬ 

ment. 

A third reason was the inflationary impact of 

deficit financing in two world wars. These ex¬ 

periences demonstrated that Government borrow¬ 

ing and spending can be a potent force swelling 

the spending stream and increasing the total 

money demand for goods and services. 

The tremendous growth in the Federal debt 

during World War II focused attention on the 

effects of debt management. At the end of 1929 

the net Federal debt was $16.5 billion, or 8.6 per 

cent of total debt, public and private. At the end 

of 1952 the Federal debt was $224 billion, or 41 

per cent of the total. This tremendous growth 

in the debt not only magnified the effects of debt 

management, its wide distribution resulted in 

the effects being felt directly by millions of in¬ 

dividuals and business firms. 

Fiscal policy 

The scope of fiscal policy is easily defined. 

It includes the collection of billions of dollars 

of Treasury receipts and the payment of billions 

of dollars of Treasury expenditures annually. 

In the development of the idea of using fiscal 

policy for maintaining economic stability, two 

types of policies emerged. One was the com¬ 

pensatory principle—the timing of public ex¬ 

penditures, originally limited to public works 

expenditure—to offset changes in the volume of 

private production and employment. As early 

as 1917 the state of Pennsylvania passed a law 

setting up an emergency public works commis¬ 

sion to administer a fund “to provide increased 

opportunities for employment in useful public 

works during periods of extraordinary unem¬ 

ployment caused by industrial depression.” A 

fund of $50,000 was appropriated but was later 

reduced to $40,000 by the Governor. The act 

was repealed in 1923. 

The idea of resorting to government to stim¬ 

ulate private industry is a very old one. For 

example, in 1723 the Colony of Pennsylvania 

passed an act providing for a 15,000 pound 

sterling issue of paper money to remedy the 

“extreme scarcity of money” because of which 

the trade of “this provence is greatly lessened 

and obstructed.” The new money was to be put 

into circulation by mortgage loans on land and 

houses. The first issue of 15,000 pounds sterling 

was followed shortly by another of 30,000, and 

according to reports of both the Assembly and 

the Governor there was a noticeable revival in 

business activity. The use of public expenditure 

to stimulate recovery from depression did not 

emerge, however, until early in the present 

century. In 1916, William Hard, a journalist, 

inspired by the stimulating effects of the large 

orders received from abroad during the early 

years of World War I recommended “pump 

priming.” He stated: “When the waters of busi¬ 

ness are stagnant, gentlemen, it becomes neces¬ 

sary, if I may say so, to prime the pump.” It 

was the severe depression of the thirties, how¬ 

ever, that gave a real impetus to the pump¬ 

priming idea. 

Recently these two strands of thought were 

merged into the more general view that both 

Treasury receipts and expenditures should be 

directed toward influencing the volume of spend¬ 

ing in the interest of maintaining economic 

stability—to damp down income and spending 
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during the boom and to stimulate the flow of 

income and expenditure during depression. 

Impact of Treasury operations 

In considering the impact of Treasury opera¬ 

tions, we should distinguish between budgetary 

and cash receipts and expenditures. The latter 

are more significant in this respect than budget 

receipts and expenditures because it is the cash 

income and outgo that show whether, on balance, 

the Government is putting money into or taking 

it out of the income stream. 

The total cash income and outgo of the 

Treasury differs from total budget receipts and 

expenditures for several reasons. The bulk of 

the difference, however, is attributable to two 

principal factors. One is that the cash receipts 

and expenditures of certain funds managed by 

the Treasury—notably social security funds— 

are not included in budget receipts and expen¬ 

ditures. The other is that some budget expenses, 

for example the accrual of interest on savings 

bonds, do not result in actual cash payments 

during the fiscal year. In the past few years, 

cash receipts have exceeded budget receipts by 

from $5 billion to $6 billion annually, and cash 

payments have exceeded budget expenditures by 

from SI billion to S3 billion. 

Two types of effects of Treasury transactions 

on total money demand and total expenditure 

may be distinguished: (a) the direct effect on 

the amount of funds at the disposal of the pub¬ 

lic, and (b) the indirect effects which may re¬ 

sult from changes in the volume of bank re¬ 

serves, interest rates, etc. To avoid needless 

repetition, the analysis will cover both fiscal 

and debt management operations. 

Direct effects 

The cash income and outgo of the Treasury 

directly affect the amount of funds at the dis¬ 

posal of the public, the distribution of their 

disposable income, and the distribution of total 

expenditure. 

Receipts. Treasury receipts, whether from tax¬ 

ation or the sale of Government securities to 

non-bank holders, shift money and deposits— 

mostly deposits—from individuals and business 

firms to the Government. Every dollar taken in 

by the Government is taken out of the pocket- 

book or bank balance of someone. The direct 

and immediate effect is to reduce the spending 

power of the public by the same amount that the 

Government’s is increased. 

To discuss Treasury receipts in the aggregate 

seems so impersonal. To most of us, this is a 

personal matter. We are interested in whose 

spending power is reduced. This depends on 

where Treasury receipts come from. Roughly, 

four-fifths of Federal revenues come from in¬ 

come taxes, about 60 per cent of income tax 

revenue being paid by individuals, and 40 per 

cent by corporations. The remainder comes from 

a variety of sources such as inheritance, excise, 

and social security taxes. It is obvious that 

whose spending power is reduced depends upon 

how the tax burden is distributed. 

Expenditures. Directly, Treasury expenditures 

place additional funds at the disposal of the 

public. Every dollar paid out by the Treasury 

gives someone another dollar to spend. In the 

aggregate, expenditures tend to return funds 

that Treasury receipts drained away. 

Treasury expenditures affect the distribution 

of total spending just as Treasury receipts affect 

the distribution of income at the disposal of the 

public. Recent Federal budgets provide a good 

illustration, the largest part of total expenditure 

being for the military, foreign aid, and atomic 

energy programs. The bulk of this spend- 
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ing goes into hard goods such as aircraft, muni¬ 

tions, machinery, and equipment. The net effect 

is that a portion of personal and corporate in¬ 

come which otherwise would have gone for other 

types of products is channeled into a relatively 

few industries. In this case the distribution of 

total spending has been altered in favor of the 

heavy goods industries. 

Surplus or deficit. The net impact of Treasury 

operations depends primarily on the relation 

between receipts and expenditures. Aggregate 

spending—public and private—may be affected 

both by changes in the total as well as in the 

distribution of funds at the disposal of the 

public. 

The effect on total spending depends primarily 

on whether the Treasury is operating at a cash 

deficit or surplus. If the Treasury takes in more 

than it pays out, the tendency is to reduce money 

balances and spending; on the other hand, if 

the Treasury pays out more than it takes in, the 

tendency is to increase them. The final effect, 

however, depends on how the surplus is used 

or how the deficit is financed. 

If the surplus taken in is held on deposit in 

the Federal Reserve Banks or is used to retire 

Government securities held by the Federal Re¬ 

serve Banks and commercial banks, the excess 

cash intake is not returned to the public and 

the funds at its disposal are decreased by the 

amount of the surplus. If surplus cash receipts 

are used to retire Government securities held by 

non-bank holders, there is no change in the 

total amount of funds at the disposal of the 

public. In this case, all receipts are returned to 

the public by way of Treasury expenditures plus 

payments to non-bank bond holders. 

A cash deficit increases the amount of funds 

at the disposal of the public only if it is met 

by borrowing from the banking system. If it is 

met by selling Treasury securities to non-bank 

buyers, cash receipts from the public will be 

as large as payments to the public. 

Treasury operations may affect aggregate 

spending also by changing the distribution of 

funds left at the disposal of the public. If by 

the Treasury receipts-expenditure process funds 

are taken from those who would have held 

them idle or would have spent them less rapidly 

and are paid out to those who spend more 

rapidly, total spending would be increased. On 

the other hand, if the effect is to shift money 

balances from those who spend more freely to 

those who spend less freely, the tendency would 

be to decrease total expenditures. The effects 

on the distribution of income and on total spend¬ 

ing are very uncertain, however; because as 

soon as the money is spent it is transferred to 

another group who may spend either more or 

less freely than the first. 

The net effect of Treasury operations is also 

likely to be a shift in the pattern of expendi¬ 

tures. It is unlikely that the Treasury’s receipts 

are ever spent for exactly the same things that 

the people would have chosen to spend the 

money for. If receipts are drawn mainly from 

the higher and paid out to the lower income 

groups, the tendency is likely to be to diminish 

investment and increase consumer spending; if 

receipts are drawn mostly from the lower-income 

groups and are used for investment, the tendency 

is likely to be the opposite. 

Indirect effects 

Treasury operations may affect total demand 

and total spending indirectly through their in¬ 

fluence on bank reserves and the money market. 

The effect on bank reserves depends, in part, 

on how Treasury funds are handled. Most, but 
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not all, of Treasury receipts from taxes and 

borrowing is deposited initially in commercial 

banks. Receipts from the sale of Treasury bills 

and from some other sources are deposited di¬ 

rectly to the Treasury’s account in the Federal 

Reserve Banks. Payments are made, with few 

exceptions, by drawing checks on the Treasury’s 

balances at the Reserve Banks. The Treasury 

transfers funds from its balances in the com¬ 

mercial banks to the Federal Reserve Banks 

as the need arises. 

When Treasury receipts, whether from taxa¬ 

tion or borrowing from non-bank holders, are 

deposited initially in the commercial banks the 

immediate effect is merely a shift of deposits 

from individual and corporate accounts to that 

of the Treasury. There is no change in total 

commercial bank deposits or in total reserves; 

but when the Treasury requests the commercial 

banks to pay a portion of its balances into the 

Federal Reserve Banks, commercial bank de¬ 

posits (reserves) at the Federal Reserve Banks 

are reduced by a corresponding amount. When 

the Treasury deposits checks received in pay¬ 

ment of taxes or from the sale of securities 

from non-bank holders directly in its account 

at the Federal Reserve Banks, member banks 

lose reserves when these checks are collected. 

The final effect is the same, whether Treasury 

receipts are deposited initially in the commercial 

banks or directly with the Federal Reserve 

Banks—a decrease in the deposit balances of 

individuals and business firms and a decrease 

in bank reserves. 

The effect of the Treasury’s receipts from the 

sale of Government securities to the banking 

system is somewhat different. Receipts from the 

sale of securities to commercial banks increase 

Treasury deposits, but there is no correspond¬ 

ing decrease in the deposits of individuals and 

business firms. The net result is an increase in 

total deposits and no change in bank reserves. 

Receipts from the sale of Government obliga¬ 

tions directly to the Federal Reserve Banks— 

limited by law to relatively small amounts— 

increase Treasury deposits in the Reserve Banks. 

When paid out, however, the effect is to increase 

both commercial bank reserves and deposits. 

Treasury payments to the public tend to in¬ 

crease both bank reserves and privately held 

deposits. When those who receive Government 

checks drawn on the Federal Reserve Banks 

deposit them, commercial bank deposits rise; 

when the checks are sent to the Reserve Banks 

for collection the sending banks get additional 

reserves. In the aggregate, then, Treasury ex¬ 

penditures tend to return the deposits and re¬ 

serves which Treasury receipts drain away. 

The net effect of Treasury operations on bank 

reserves, as well as deposits, depends on what 

a surplus is used for and how a deficit is fi¬ 

nanced. The use of a surplus to pay off some 

of the Federal debt has varying effects accord¬ 

ing to the ownership of the securities retired: 

1. Non-bank holders. If the securities retired 

are owned by non-bank holders, the net 

result is no change either in bank reserves 

or in total commercial bank deposits. 

2. Commercial banks. The retirement of se¬ 

curities held by the commercial banks 

decreases their holdings of Government 

securities and their deposits. There is no 

change in total bank reserves. 

3. Federal Reserve Banks. When the Treas¬ 

ury retires securities held by the Federal 

Reserve Banks the net effect is a corre¬ 

sponding decrease in both commercial 

bank reserves and deposits. 
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The tendency is for a Treasury deficit to place 

additional funds at the disposal of the public 

because the Treasury pays out more than it takes 

in. This is not always true, however—the actual 

effect depending on how the deficit is financed. 

The results may be summarized as follows: 

1. Non-bank sources. When a deficit is fi¬ 

nanced by selling securities to non-bank 

investors there is no effect on total bank 

deposits and total reserves. Deposits are 

merely shifted from the purchasers of 

Government securities to the Treasury. 

2. Commercial banks. If the deficit is met 

by borrowing from the commercial banks, 

both bank holdings of Government securi¬ 

ties and Treasury deposits increase. Since 

there is no reduction in privately owned 

deposits, total deposits increase by a cor¬ 

responding amount. 

3. Federal Reserve Banks. If the deficit is 

met by borrowing from the Federal Re¬ 

serve Banks—which is usually not the case 

and which can be done directly only in 

limited amounts—the immediate effect is 

an increase in Treasury balances at the 

Reserve Banks; however, when these bal¬ 

ances are paid out in meeting Federal ex¬ 

penditures, both commercial bank de¬ 

posits and reserves are increased. 

The following table summarizes the effects 

of a $100 Treasury cash surplus or deficit on 

member bank reserves and deposits, depending 

on how the surplus is used or the deficit is 

financed: 

NET EFFECT OF $100 TREASURY CASH 

DEFICIT OR SURPLUS ON MEMBER BANKS 

Transaction Deposits Reserves 

Deficit financed through 
purchase of securities by: 

Non-bank holders . 0 0 
Member banks . + 100 0 
Federal Reserve Banks. + 100 + 100 

Surplus: 
Held as deposit in 

Reserve Banks . -100 -100 
Used to retire securities 

held by: 
Non-bank holders . 0 0 
Member banks . -100 0 
Federal Reserve Banks. -100 -100 

Debt management, in particular, may affect 

total money demand and total spending other 

than through its influence on bank reserves. The 

type of security, the maturity, and the interest 

rate on new Treasury obligations, whether for 

the purpose of raising new money or refinancing 

matured or callable issues, have a significant 

influence on the interest-rate structure and prices 

of securities, both Government and private. The 

terms offered on new Treasury securities affect 

not only the rate structure but also largely de¬ 

termine who buys the securities. 

Debt-management operations, by influencing 

interest rates, may foster or discourage total 

spending. The interest rates on new issues of 

Government securities, because of the mobility 

of funds in the money market, affect the yields 

both on outstanding Government obligations and 

on private securities. An increase in the rate on 

new short-term Treasury securities, for example, 

usually results in a prompt rise in the yield 

on outstanding Treasury obligations of similar 

maturities. As the yield on short-term Govern¬ 

ments rises and the spread between these and 

other issues narrows, funds tend to be diverted 

from the latter issues, bringing their yields into 
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a more normal relation with those of short-term 

Treasury issues. The tendency, therefore, is for 

the rise in short-term rates to spread with some 

time lag to intermediate and then long-term 

issues, public and private. Higher interest rates 

and lower securities prices mean that corpora¬ 

tions can obtain money on less favorable terms, 

thus discouraging borrowing for capital expen¬ 

ditures. On the other hand, lower interest rates 

and higher securities prices stimulate the flow 

of credit and tend to encourage expenditures. 

The ability of the Treasury to sell new securi¬ 

ties at interest rates below prevailing market 

rates is strictly limited in a free market. New 

issues offered at rates below what investors could 

get in the market could not be sold in any sub¬ 

stantial quantity. New issues can be floated 

at rates below' those which a free market would 

establish if the central bank is willing to pur¬ 

chase the amount that the market is unwilling 

to take. Such support purchases by the central 

bank, of course, create additional reserves. 

ADMINISTRATIVE PROBLEMS 

The principle of using fiscal policy and debt 

management as tools for helping to maintain 

economic stability is relatively simple. When 

spending becomes excessive relative to the sup¬ 

ply of goods, an excess of Treasury cash re¬ 

ceipts over expenditures is one way of siphoning 

funds from the public, thus reducing the amount 

they have available to spend. During periods of 

depression, when total demand is deficient rela¬ 

tive to the total supply of goods and services, 

the Treasury can provide a stimulus by paying 

out more cash than it takes in. A deficit enlarges 

total spending power and is a step toward in¬ 

creasing the total demand for goods and serv¬ 

ices, and stimulating an expansion in produc¬ 

tion and employment. It should be remembered, 

however, that a surplus exerts deflationary pres¬ 

sure only when used in such a way as to de¬ 

crease the supply of spendable funds, i.e., when 

held as an idle balance by the Treasury or when 

used to retire Government securities held by 

the banking system. The deflationary effect is 

more permanent when the surplus is used to re¬ 

tire securities held by the Reserve Banks; in 

the case of commercial banks the increase in 

their reserves provides the basis for further 

credit expansion. Likewise, a deficit will in¬ 

crease the total supply of spendable funds only 

when financed by borrowing from the banking 

system rather than non-bank buyers of Govern¬ 

ment securities. 

Debt-management operations, as pointed out 

previously, can also be managed in such a way 

as to enlarge or contract the total supply of 

spendable funds. The Treasury can reduce spend¬ 

ing power by offering types of securities and 

terms which are attractive to non-bank investors, 

thus siphoning funds away from the public and 

damping down the total demand for goods and 

services. The restrictive effect will be made 

permanent if the proceeds are used to retire 

securities held largely by the banking system, 

especially the Federal Reserve Banks, because 

then the funds will not be paid back to the 

public. 

To increase spending power and stimulate 

the demand for goods and services, the Treasury 

can offer securities which are attractive to the 

banking system. Purchases by the commercial 

banks give the Treasury funds without reducing 

money balances held by the public. To the ex¬ 

tent that the proceeds of new issues are paid out 

to the public, privately held balances are in¬ 

creased, and individuals and business firms have 

more to spend. 
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The results obtained from attempts to apply 

these principles in the real world, however, are 

likely to fall considerably short of the ideal. 

Although the principle of varying the Treasury’s 

cash income and outgo in such a way as to 

siphon out or inject new funds into circulation 

as needed appears simple, attempts to put this 

policy into practice encounter serious difficulties. 

One of the most difficult administrative prob¬ 

lems encountered in attempting to apply an 

anti-cyclical fiscal policy is that of proper tim¬ 

ing. Proper timing breaks down into two as¬ 

pects: (a) deciding what type of action should 

be taken and when; and (b) actually effecting 

changes in Treasury receipts and expenditures 

in just the right amount at the right time. 

One essential requirement for timing changes 

in fiscal policy so that Treasury operations will 

have a stabilizing rather than a de-stabilizing in¬ 

fluence is accurate forecasting. Farming provides 

a simple illustration of the problem involved 

here. Farmers have been advised for many years 

to adapt their planting to the season, using 

drought-resisting crops for dry years. Some 

farmers have had the temerity to ask that they 

be notified at planting time whether the coming 

season was going to be wet or dry. A similar 

problem exists with fiscal policy. It is easy to 

say that there should be a cash surplus during 

a boom, and a deficit during depression; that 

the surplus should be effected just as soon as 

a boom starts, and a deficit as soon as depres¬ 

sion begins. 

In putting this policy into practice, how¬ 

ever, fiscal authorities must know months in 

advance which to plan for. Neither Treasury 

receipts nor expenditures can be turned on and 

off like a spigot. Preparation of the Federal 

budget is an extended process and must begin 

about a year in advance of the fiscal year to 

which it applies. Who can tell, for example, 

one year or even a few months in advance 

whether the ensuing fiscal year will be one of 

recession, depression, or boom, and the amount 

of stimulus or restraint fiscal policy should pro¬ 

vide. To be sure, Congress can make tax revi¬ 

sions or add to its expenditure program after 

the budget has been adopted, but this too takes 

time, and additional time elapses before such 

changes have any substantial effect on Treasury 

receipts and expenditures. 

Advance planning and preparation of public 

construction projects helps to cut down the 

time lag in expanding public works as well as 

prevents waste involved in hasty, improvised 

schemes. But even with advance planning there 

is still considerable time lag between the deci¬ 

sion to initiate public works and a substantial 

flow of such expenditures. The inflexibility of 

Treasury receipts and expenditures enhances 

the importance of accurate forecasting. The diffi¬ 

culty of proper timing is even greater if at¬ 

tempts are made to use fiscal policy to iron out 

minor instead of major business fluctuations. 

Much greater flexibility would be required to 

effectively smooth out relatively short-term fluc¬ 

tuations. Experience also shows that it is much 

easier, human nature being what it is, to effect 

a deficit than a surplus; that in a democracy we 

are more prone to borrow and spend than to tax 

and pay back. 

Here again the difficulties encountered in 

achieving an appropriate timing of fiscal policy 

have led to the suggestion of devices that would 

automatically provide proper timing. For ex¬ 

ample, some have suggested that flexibility 

should be “built in” to the budget. Built-in flex¬ 

ibility may take the form of changes on either 

the receipts or the expenditure side of the bud¬ 

get or both. One proposal is that tax rates be 
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set so that the Federal budget would be balanced 

at high levels of production and employment. 

Then a decrease in the level of income and 

employment would automatically reduce Treas¬ 

ury receipts and initiate a deficit which would 

have stimulating effects. A rise in the level of 

money income and employment beyond that re¬ 

quired for a balanced budget would generate 

an excess of Treasury receipts over expenditures 

and the surplus would exert a restraining effect. 

The problem w'ould be dealt with, at least on 

the receipts side, by an automatic variation in 

receipts with changes in the level of money 

income. 

Built-in flexibility has some advantages. It 

helps, in some respects, to solve the knotty prob¬ 

lem of timing. It relies more on sustaining pri¬ 

vate spending than on compensating for fluctua¬ 

tions by opposite changes in public spending. 

But it solves the timing problem only in part. 

To be successful it is still necessary to make 

a reasonably accurate, long-range forecast as 

to the levels of taxation and Government spend¬ 

ing that will produce full employment with a 

balanced budget. 

The tax structure must also be designed in 

such a way that with an increase or a decrease 

in income just the right amount of funds will 

be absorbed or released to sustain full employ¬ 

ment. The amount required would vary accord¬ 

ing to the distribution of the tax burden, be¬ 

cause the rate of spending is not the same for all 

income groups. For the built-in mechanism to 

work best, tax receipts must be very sensitive to 

changes in income, taking in an increasing pro¬ 

portion of additional income as incomes rise 

and releasing an increasing proportion as in¬ 

comes fall. Finally, too much reliance on an 

automatic device of this type, which is designed 

to influence aggregate income and aggregate 

expenditure, may divert attention from malad¬ 

justments which at times are basic causes of 

a boom or a depression. 

We already have some built-in flexibility. 

Unemployment insurance receipts exceed ex¬ 

penditures in good times, and expenditures 

exceed receipts in bad times when produc¬ 

tion and employment are declining. Under the 

farm price support program, cash payments to 

farmers rise as the market prices of agricultural 

products drop below support levels, and de¬ 

crease as prices rise above. Progressive income- 

tax rates take an increasing proportion of addi¬ 

tional income as incomes rise and tend to re¬ 

lease an increasing proportion of income as 

incomes fall. Because of these programs, per¬ 

sonal disposable income is less closely tied to 

the volume of business activity than formerly. 

The year 1949 illustrates this point. Despite a 

decrease in the volume of production and em¬ 

ployment, personal income after taxes remained 

at approximately the same level as in 1948, in 

part because of an automatic increase in Gov¬ 

ernment payments, such as to the unemployed 

and in supporting the prices of certain agri¬ 

cultural products. 

Neither is it easy to manage the Federal debt 

in such a way that debt operations will assist 

in providing just the right amount of restraint 

or stimulus at the right time. When restraint 

is needed to damp down a boom, an increasing 

proportion of new Treasury issues should be 

placed with non-bank investors. During such 

periods, however, the private demand for credit 

is strong. The tendency is for lenders to shift 

from Government securities to loans and other 

investments which yield a higher return. Long¬ 

term Government securities could be sold to 

non-bank buyers in substantial quantities only 

by offering rates high enough to be attractive 
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in comparison with the rates on other invest¬ 

ment opportunities. Furthermore, if interest rates 

are expected to rise, investors usually prefer 

short-term to long-term investments. For these 

reasons it is frequently difficult for the Treasury 

to sell long-term securities to non-bank buyers 

at the time this method of financing is needed. 

In periods of declining business activity, an 

anti-cyclical debt-management policy calls for 

the sale of an increasing proportion of Treas¬ 

ury securities to the banking system. This usually 

means the issue of a larger proportion of short¬ 

term, low-interest-rate securities, since the banks 

hold mostly short-term issues; but declining 

business activity, a decreasing private demand 

for funds, a smaller supply of other securities, 

and the probability that interest rates may de¬ 

cline are conditions which usually result in a 

strong demand for long-term securities. It is 

during such periods that the Treasury is usually 

able to sell long-term securities to non-bank in¬ 

vestors at good interest rates. A debt-manage¬ 

ment policy, therefore, directed toward smooth¬ 

ing out business fluctuations is likely to result 

in most long-term Treasury securities being is¬ 

sued in boom periods when interest rates are 

relatively high and with few, if any, issues being 

offered in periods of depression when the bond 

market is strong and such borrowing could be 

readily accomplished at low interest rates. Those 

who look mostly at the cost side of debt manage¬ 

ment are likely to subject such a policy to strong 

criticism. 
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STABILITY - 
A MUTUAL RESPONSIBILITY 

The goal of stable economic progress, the achievement of which is so important 

to all of us, is not the sole responsibility of any institution, or agency. The 

Federal Reserve operates primarily through influencing the supply and the 

cost of bank reserves. System actions are limited mainly to affecting the sup¬ 

ply of money people have to spend; they do not directly affect people’s will¬ 

ingness to spend. The Federal budget and debt have become so large that 

the Treasury’s cash receipts and payments have an important influence on 

the spending stream — both public and private. Fiscal and debt-management 

policies not only affect the spending stream directly; indirectly, they have an 

important bearing on the success of monetary policy. In a money-credit econ¬ 

omy such as ours, an important share of the responsibility for smoothing out 

booms and busts naturally rests on those who determine monetary, fiscal, and 

debt-management policies. 

Responsibility for achieving stability does not end here, however. In emer¬ 

gencies, monetary and fiscal policies may have to be supplemented by direct 

controls. The demands of labor and other organizations for more pay affect 

both the distribution of money income and the total amount to be distributed. 

The spending decisions of individuals and business firms are also important 

because if their total receipts exceed their expenditures the total demand for 

goods and services tends to decline; if their total expenditures exceed their re¬ 

ceipts, total demand increases. In either case total money demand may be 

thrown out of balance with the supply of goods available for purchase. Achiev¬ 

ing stability is inherently a collective responsibility. The need is for coordinated 

action on all fronts toward the common goal. 

History records varying views and degrees of 

emphasis as to the best method of achieving 

economic stability. The Great Depression in the 

thirties ushered in an era in which great em¬ 

phasis was placed on fiscal policy as the tool 

for smoothing out business fluctuations, for 

many, fiscal policy came to be regarded as the 

primary, and monetary policy as the secondary 

tool. Later, management of the Federal debt re¬ 

ceived more and more recognition. In the past 

few years, as experience revealed some of the 

shortcomings of both fiscal and debt-manage¬ 

ment policies, there has been a swing back to¬ 

ward monetary policy. The real question, how¬ 

ever, is not which particular instrument is most 

important, but how we can get the necessary 

coordination among all instruments which are 

of importance. 

Monetary and fiscal policies 

The real problem here is not one of monetary 

versus fiscal policy but one of monetary and 
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fiscal policy. Stable economic progress will be 

achieved not by debating which of these instru¬ 

ments is most effective, but by efforts to co¬ 

ordinate them in such a way as to gain the par¬ 

ticular advantages of each. Basically, these tools 

operate in much the same way. Monetary, fiscal, 

and debt-management policies operate primarily 

through influencing bank reserves and deposit 

balances available for expenditure. Directly and 

indirectly these policies also affect interest rates 

and willingness to borrow and spend. 

Strengths and weaknesses 

The nature of the direct effects of monetary, 

fiscal, and debt management actions is so sim¬ 

ilar that only a few advantages accrue to these 

instruments individually. Monetary policy deals 

more directly with the sources of changes in 

the money supply. Only the Federal Reserve 

Banks create or extinguish reserves, and the 

commercial banks create or extinguish deposits. 

Federal Reserve tools enable the authorities to 

influence the amount of reserves and deposits 

created or extinguished. Open-market operations 

provide a means of creating more reserves and 

deposits or of siphoning off existing reserves and 

deposits. 

Fiscal and debt-management policies cannot 

of themselves create or extinguish money. They 

can only initiate action which may lead to such 

results with the cooperation of the banking sys¬ 

tem, or shift funds from relatively inactive Gov¬ 

ernment deposits to possibly more active private 

balances. Fiscal policy via a Treasury cash sur¬ 

plus applies effective restraint on expansion, in 

general, only to the extent (1) that the surplus 

is held on deposit or used to retire securities 

held by the Federal Reserve, thus decreasing 

bank reserves; and (2) that the Federal Reserve 

does not create more reserves to offset it. The 

retirement of debt held by commercial banks 

only decreases deposits, leaving banks with ex¬ 

cess reserves. In a period of expansion, it is 

almost certain that banks will lend and invest 

these excess reserves, restoring deposits to their 

former level. 

There are practical difficulties which tend to 

limit the effective use of fiscal-debt management 

policies to check inflation. Experience indicates 

that it is difficult to maintain a sizable Treasury 

cash surplus even during a boom. The large debt 

also encourages a cheap money policy to hold 

down the interest burden, thus interfering at 

times with the effective use of monetary instru¬ 

ments to check inflation. 

In depression, fiscal-debt management tools 

have certain advantages over some of the Fed¬ 

eral Reserve tools. The discount rate is only a 

means of making reserves less expensive, and 

lowering reserve requirements merely creates 

excess reserves. They only make possible an in¬ 

crease in deposits and buying power; someone 

must borrow if more deposits are to be created. 

If the Government steps in and borrows from 

the Federal Reserve and commercial banks, it 

adds to reserves and bank deposits. The new 

funds are put into circulation by Government 

purchases of goods and services. It is a means of 

helping make an easy money policy effective. Of 

course, Federal Reserve purchases of Govern¬ 

ment securities in the open market have a sim¬ 

ilar effect—an increase in reserves if purchased 

from commercial banks and an increase in re¬ 

serves and deposits if purchased from non-bank 

holders. The initial increase in demand, however, 

is for Government securities instead of goods 

and services as in the case of Treasury expendi¬ 

tures. 

It is probably true that a Treasury cash sur¬ 

plus or deficit may affect the deposit balances 
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of a larger number of individuals than an equal 

volume of open market sales or purchases of 

Government securities by the Federal Reserve. 

The initial expenditure of the Treasury is also 

probably more stimulating to private industry 

than Federal Reserve purchases. New funds paid 

out as the result of Government deficit financing 

may go initially to recipients more likely to 

spend a larger proportion of them than the non¬ 

bank holders from whom the Federal Reserve 

purchased Treasury securities. On the other 

hand. System purchases of Government securi¬ 

ties are not as likely to have unfavorable reper¬ 

cussions on private spending and investing as 

deficit financing. 

Flexibility is another important quality in¬ 

fluencing the use of these instruments. Monetary 

policy has a great advantage in flexibility. Fed¬ 

eral Reserve action can be taken promptly and 

can be mild or drastic as the occasion requires. 

Both debt management and fiscal policies are 

much less flexible. The terms on new Treasury 

issues are a market factor only when there is new 

borrowing or refunding of maturing or callable 

issues. Fiscal policy is a very cumbersome tool. 

As already explained, it is very difficult to time 

fiscal policy so that a Treasury surplus or deficit 

will come at the right time and in the right 

amount. Built-in flexibility may help to over¬ 

come this difficulty somewhat. 

Effects of the large Federal debt 

The magnitude and the wide distribution of the 

Federal debt are important influences on mone¬ 

tary, fiscal, and debt management policies. Thus 

far the debt has tended to weaken the restrain¬ 

ing effects of monetary and fiscal policies. 

As pointed out previously, the objective of 

maintaining a stable market for Government 

securities limited the effectiveness of Federal 

Reserve actions to check inflation. To maintain 

a stable price and interest-rate structure, the 

Federal Reserve bought large quantities of Gov¬ 

ernment securities which added to bank reserves 

and deposits, thus tending to offset actions to 

restrict credit expansion. For the same reason, 

the support program limited the restraining ef¬ 

fects of a Treasury cash surplus. Reserves si¬ 

phoned off regardless of the method used could 

easily be replaced through the sale of Govern¬ 

ment securities at favorable prices. The necessity 

of selling to restore reserves, however, may have 

some restraining effect, particularly as lender 

portfolios of Government securities decline. 

The task of maintaining a stable Government 

security market is influenced not only by the 

size of the debt but also by debt-management 

policies. The danger of undesirable repercus¬ 

sions from a rise in interest rates is much greater 

for long-term than short-term marketable bonds 

because the decline in price resulting from a 

rise in interest rates would be much greater 

for the long-term issue. The interest rate offered 

by the Treasury on new issues also has an im¬ 

portant influence. If the rate is below the market 

rate, the Federal Reserve may have to step in 

or the Treasury financing operation may en¬ 

counter considerable difficulty. A consistently 

low inlerest-rate policy, regardless of economic 

conditions, makes it difficult for the Federal Re¬ 

serve to follow policies of ease or restraint as 

the business situation demands. Experience in 

the post-war period made it increasingly clear 

that supporting the price of Government securi¬ 

ties at artificial levels prevented effective mone¬ 

tary action to check inflation. It was for this 

reason that the support policy was abandoned 

in the spring of 1951. 

The case for a flexible interest-rate policy 

does not rest primarily on the effectiveness of 
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higher or lower rates in discouraging or stimu¬ 

lating a demand for credit. The main objective 

is to influence the availability of credit. If during 

a period of inflation, bank reserves and the 

supply of credit are restricted, as they must be 

if inflation is to be checked, interest rates will 

rise as a consequence of the reduced supply of 

credit regardless of the type of tool used. The 

extent of the increase in interest rates will de¬ 

pend in part on whether lenders resort to other 

methods of rationing the limited supply of credit. 

The alternative to a rise in the interest rate is 

for the banking system to supply all of the credit 

that borrowers are willing to take at existing 

rates. 

In a period of depression, on the other 

hand, the choice is either to permit interest rates 

to fall or for the Federal Reserve to sell securi¬ 

ties to prevent the prices from rising. If the 

latter, sales by the Federal Reserve absorb re¬ 

serves and tend to restrict credit expansion just 

when it should be encouraged. The case for a 

flexible interest rate policy is primarily to enable 

the effective use of monetary and fiscal policies 

in maintaining an appropriate money supply. It 

does not rest primarily on the effectiveness of 

interest rates in checking or stimulating borrow¬ 

ing. 

The management of Government trust funds 

provides a tool which might be helpful in main¬ 

taining an orderly market for Government 

securities. Trust fund receipts tend to draw 

down reserves and deposits just as any other 

Treasury receipt from non-bank sources. The 

use of these funds to purchase Government securi¬ 

ties merely returns reserves and deposits drawn 

down initially when the receipts were collected. 

New reserves and deposits are not created as in 

the case of Federal Reserve purchases. 

Trust fund expenditures, just as Treasury 

expenditures, tend to restore reserves and de¬ 

posits drawn down by receipts. If expenditures 

exceed receipts, the additional funds may be ob¬ 

tained by selling some of the marketable Govern¬ 

ment securities held by trust funds. If the sales 

are to non-bank buyers, there is no effect on 

bank reserves and deposits; if to commercial 

banks, deposits are increased; and if to the 

Federal Reserve Banks, both bank reserves and 

deposits are increased. In case trust fund ex¬ 

penditures do not exceed receipts, the same re¬ 

sults could be achieved by selling marketable 

securities owned by the trust funds and issuing 

special Treasury obligations to them, and then 

paying out the proceeds in meeting general 

Treasury expenses. Trust fund sales are a means 

of restraining a rise in Government security 

prices without putting pressure on bank re¬ 

serves, as in the case of Federal Reserve sales 

in the open market. 

In depression, the size of the Federal debt 

and of the annual refundings may limit the use 

of fiscal policy to encourage expansion, because 

of reluctance to add substantially to an already 

large debt. And if substantial deficits should be 

resorted to, fear and anxiety over the results— 

especially the tax burden—may discourage pri¬ 

vate investment. The restraint which may be 

placed on deficit financing, in turn, limits the 

use of this method for making an easy-money 

policy effective. 

OTHER POLICIES AFFECTING STABILITY 

Space does not permit a complete analysis of 

other policies affecting economic stability. There 

are some, however, important enough to warrant 

a brief explanation. Federal financial institutions, 

and policies such as those with respect to prices 

and wages have an important bearing on the 
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level of general economic activity and employ¬ 

ment. 

Federal financial institutions 

A significant financial development, especially 

since the early thirties, has been the growing 

number of financial institutions sponsored by 

the Federal Government. Some of the Govern¬ 

ment credit agencies make loans directly; others 

insure or guarantee loans to make them more 

acceptable to banks and other private lending 

institutions. 

Government credit agencies cannot in them¬ 

selves create deposits and expand the money 

supply. Indirectly, however, they may affect the 

flow of funds both through the volume of loans 

made and through the influence of their lending 

policies on interest rates and the lending policies 

of private institutions. 

Direct loans of Government corporations and 

credit agencies are a small proportion of total 

private credit extended. The effect of these loans 

on the money supply depends upon the sources 

from which the funds are obtained. If derived 

directly or indirectly from the commercial banks, 

either from the sale of their own or Treasury 

obligations, deposits are expanded in the proc¬ 

ess just as if the banks had made the loans 

directly. To the extent, however, that the funds 

loaned by these agencies come from non-bank 

investors, either via taxes or the sale of Treasury 

securities, there is no net increase in deposits 

and the total money supply. The spending power 

of the taxpayer and the purchaser of the securi¬ 

ties is merely transferred to the recipient of a 

loan from the Government agency. 

A more important influence, perhaps, is the 

effect these agencies have on the lending policies 

of private institutions. The Government, for non¬ 

monetary reasons, has seen fit to make credit 

available for certain purposes, such as housing, 

regardless of the inflationary consequences. A 

notable example was the liberal terms on home 

mortgages, insured or guaranteed by the Vet¬ 

erans Administration and the Federal Housing 

Authority, which were maintained during periods 

of strong inflationary pressure. This policy, by 

encouraging liberal terms for all mortgage credit, 

tended to offset restrictive actions and prolong 

inflation. 

The policies of Government credit agencies 

affect both the demand for and the supply of 

credit. By encouraging easier credit terms, such 

as lower interest rates, smaller down payments, 

and longer maturities, these agencies make it 

possible for many to borrow who otherwise 

would be unable to do so. The demand for 

credit is thus stimulated. Insuring and guaran¬ 

teeing loans made by private lenders tend to 

increase the supply of credit by encouraging 

lenders to make loans they would not make 

otherwise. 

Most of these Government credit agencies 

were created to meet special problems which 

arose during the severe depression of the early 

thirties. Many of them were intended as tem¬ 

porary institutions, and no general provision 

has been made to coordinate their activities 

with over-all credit policy. Individually, their 

influence is not great but collectively they may 

exert substantial influence on the interest-rate 

structure and on the flow of credit. It is impor¬ 

tant, therefore, that the policies of these institu¬ 

tions be coordinated with monetary and fiscal 

policies toward the common objective of eco¬ 

nomic stability. If in a period of expansion the 

Government encourages low interest rates and 

an enlarged flow of credit into certain areas, 

the problem of preventing inflation by monetary- 

fiscal actions is made more difficult. 
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Other policies 

There is a tendency to focus attention almost 

exclusively on fiscal, debt-management, and 

monetary policies as tools for achieving the goal 

of economic stability. But it is important to 

recognize that actions of others are important 

also. A few illustrations will suffice to make this 

clear. 

Labor-management policies have an important 

bearing on our success in achieving stability. 

An actual work stoppage, shutting down an im¬ 

portant industry and throwing thousands of men 

out of work, is a good illustration that monetary 

and fiscal-debt management policies alone can¬ 

not assure stability at high levels of production 

and employment. Even the negotiation of a new 

contract without a work stoppage may have an 

important influence on maintaining stable eco¬ 

nomic progress. Wage contracts affect not only 

the distribution of income between the contract¬ 

ing parties but also the amount to be distributed 

and ultimately the flow of expenditure through 

the entire economy. If labor and other organized 

groups exert enough pressure to force money 

incomes up faster than the increase in produc¬ 

tivity, monetary and fiscal authorities may be 

confronted with choosing between two alterna¬ 

tives—an expansion in the money supply to 

support higher costs and rising prices, or un¬ 

employment. Thus monetary and fiscal policies, 

no matter how well conceived and expertly ex¬ 

ecuted, may not be able to maintain stability 

in the face of inappropriate wage and other 

income policies. 

The price policies of corporations also have 

an important bearing on economic stability. If 

employers elect to maintain prices in the face 

of declining demand, the result may be a de¬ 

crease in output and employment. If, on the 

other hand, they choose to cut prices, spending 

may increase and help to maintain production 

and employment at higher levels. Businessmen 

by their decisions with respect to expenditures 

for plant, equipment, and inventories, influence 

the volume of investment and the flow of ex¬ 

penditures. 

The decisions of individuals, which account 

for the major portion of total expenditures, ex¬ 

ert a powerful influence both on the distribu¬ 

tion of our productive resources and on the 

general level of business activity. If, when re¬ 

sources are fully employed, people generally 

spend and invest more than their income—by 

borrowing and perhaps drawing on past savings 

—they enlarge the flow of spending without en¬ 

larging correspondingly the flow of goods and 

services. The effect is inflationary. If people in 

general decide to defer a major part of their 

spending, the flow of spending may become de¬ 

ficient relative to the flow of goods, thus tend¬ 

ing to drag down the level of production and 

employment. 

INDIRECT VERSUS DIRECT CONTROLS 

Monetary, fiscal, and debt-management policies, 

which are indirect and impersonal types of regu¬ 

lation, should be distinguished from direct con¬ 

trols such ac Government price controls, wage 

controls, rationing, and allocations. 

Monetary and fiscal instruments have definite 

advantages over direct controls. One of the most 

important is that they are compatible with the 

essentials of a system of free enterprise. There 

is much less interference with the freedom of 

the individual. These tools are primarily quan¬ 

titative instruments; they affect over-all ag¬ 

gregates such as the cost and the availability 

of money and the total income-expendi¬ 

ture flow. They do not involve control over 

detailed decisions and particular sectors of 

52 



the economy. These tools, for example, may be 

used to limit the supply of bank reserves, but 

the banker is left free to make his own decisions 

as to how much he will lend or invest within 

the limits permitted, to whom he will make loans, 

and the terms on which he will make them. 

Restrictive monetary policies may help hold 

prices down by limiting the amount of funds 

available for expenditure, but they do not fix 

a long schedule of prices and production quotas 

for individual products. The millions of de¬ 

cisions with respect to production, prices, wages, 

hours, and so on, which must be made every 

day are left to the individual subject only to 

the limitations of general market forces. 

A second significant advantage is that mone¬ 

tary and fiscal policies deal with the sources of 

inflation, whereas direct controls deal with the 

effects. It is excessive purchasing power that 

generates rising prices and inflation. The real 

remedy is to prevent or remove the excess by 

way of appropriate monetary and fiscal policies. 

Direct controls only suppress the effects of ex¬ 

cess purchasing power on prices; they are a 

palliative, not a remedy. When an excessive 

flow of credit is spilling over and pushing up 

prices, tightening the spigot is likely to be more 

effective than erecting a dam of direct controls. 

Finally, the impact of monetary-fiscal tools is 

determined by market forces. These tools affect 

individuals and business firms differently, but the 

differences are determined by market processes, 

not by the decisions of Government officials. The 

incentive for efficiency which comes from free¬ 

dom to make decisions, an important advantage 

of the free enterprise economy, is not impaired. 

Direct controls, on the other hand, narrow great¬ 

ly the field of management and diminish the 

incentive for efficiency and that extra effort. 

Direct controls have the advantage that they 

can be selective—they can be applied in one 

particular area. Unusual circumstances, such as 

during or shortly after a war, may give rise to 

conditions which call for direct controls tem¬ 

porarily. A major function of prices is to ration 

the available supply of the various commodities. 

Prices ration goods according to the ability of 

consumers to pay. Higher prices tend to cut out 

the purchases of those in the lower income 

groups or those wanting a commodity less in¬ 

tensely, while lower prices have the opposite 

effects. If there is a serious shortage of housing, 

for example, it might not be socially desirable to 

permit the. limited supply to be rationed by an 

unrestricted rise in rentals; too much of the 

sacrifice might be placed on the lower income 

groups. Under these circumstances, there may be 

a case for Government control of rentals pend¬ 

ing an increase in the supply of houses. In 

general, however, direct controls should be used 

only in clear-cut emergencies when indirect con¬ 

trols are inadequate to meet the situation. 

CONCLUSIONS 

That money does not always manage itself in the 

best interest of society is one of the lessons of 

history. The attempts that have been made to 

improve our monetary system so that it would 

function more efficiently have been surveyed 

briefly. One of the major problems has been 

that of finding some way to adjust the money 

flow to the flow of goods so that our banking 

system will help to smooth out instead of inten¬ 

sify business fluctuations. The achievement of 

stable economic progress has been the under¬ 

lying and ultimate objective of Federal Re¬ 

serve policy from the beginning of the System. 

Monetary policies must play a key role in any 

effective program for maintaining economic 

stability. They influence the basic sources of the 
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money flow—the supply of bank reserves and 

the expansion and contraction of deposits. Fed¬ 

eral Reserve tools influence the actions of those 

institutions which create reserves and deposits; 

namely, the Federal Reserve Banks and the com¬ 

mercial banks. Another advantage of monetary 

tools is their flexibility. 

Even though a major part of the responsibility 

for maintaining stability must rest on monetary 

policy, it cannot do the job alone. Monetary 

policies only influence the cost, the availability, 

and the supply of money. Many other policies 

affect the demands made upon the banking sys¬ 

tem. One is the fiscal operations of the Govern¬ 

ment. If the Government has a cash deficit and 

borrows from the banks, it tends to bring about 

an increase in deposits; if it uses a cash sur¬ 

plus to retire debt held by the banks, the tend¬ 

ency is to decrease deposits. Debt management, 

by encouraging an increase or decrease in bank 

holdings of Government securities, may also 

initiate an increase or decrease in reserves 

and deposits. If private businesses spend more 

than their income, their borrowing tends to add 

to the volume of deposits, while an operating 

surplus used to repay bank loans has the op¬ 

posite effect. Organized groups may exert enough 

pressure so that the money incomes of important 

segments are raised faster than productivity. 

The result may be either an expansion in the 

money supply and creeping inflation, or restric¬ 

tive monetary action which might result in un¬ 

employment. 

The Federal debt, because of its size and wide 

distribution, is related to the problem of main¬ 

taining stability not only through its direct 

effects but also because of its influence on mone¬ 

tary and fiscal policies. The restraint that main¬ 

taining a stable market for Government securi¬ 

ties imposed on the effectiveness of Federal Re¬ 

serve actions in checking inflation has been 

widely discussed. That the support program 

impaired the restrictive effects of the Treasury 

cash surplus in the same way has not been so 

generally recognized. The point is that banks 

deprived of reserves, regardless of the method 

used, could easily replace them by selling Gov¬ 

ernment securities which the System stood ready 

to buy at the support prices. Likewise, business 

firms and individuals deprived of funds could 

still borrow from the banks on easy terms or 

sell Government securities. The large debt pro¬ 

vides a strong incentive for maintaining low 

interest rates to keep down the interest burden 

and may also impair the effective use of deficit 

financing to promote recovery from depression. 

It need not interfere, however, with the effec¬ 

tive use of monetary, fiscal, and debt-manage¬ 

ment policies to achieve stable economic prog¬ 

ress if we focus our attention on this as our 

paramount goal and pursue less important ob¬ 

jectives only within the limits this objective 

permits. 

The post-war environment has presented new 

problems to solve in our quest for stability. But 

they can be surmounted if all of our major 

policies are coordinated toward this common ob¬ 

jective of achieving stable economic progress. 
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